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CANADA’S INFLATION-CONTROL STRATEGY* 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consis- 
tent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
agreed on a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. The inflation tar- 
get has been extended a number of times. In November 2006, the 
agreement was renewed for a period of five years to the end of 
2011. Under this agreement, the Bank will continue to conduct 
monetary policy aimed at keeping total CPI inflation at 2 per cent, 
with a control range of 1 to 3 per cent around the target. 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
uses a core measure of CPI inflation as an indicator of the underlying trend 
in inflation. This core measure excludes eight of the most volatile compo- 
nents of the CPI and adjusts the remaining components to remove the 
effect of changes in indirect taxes. 

* See “Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of 


the Inflation-Control Target.” Press Release (23 November 2006) and Background Information. 
Reprinted in the Bank of Canada Review (Winter 2006-2007): 45-59. 
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By the early 1990s, the Bank decided to achieve 
price stability by directly targeting inflation. 
That inflation-targeting system worked so well 
that it has been renewed four times, most 
recently near the end of last year. This means 
that we will continue with our goal of holding 
inflation to 2 per cent . . . over the coming five 


years. 


David Dodge 
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1. OVERVIEW 


Growth in the Canadian economy has been essentially in line 
with the expectations set out in the Bank’s January Monetary Policy 
Report Update. But inflation has been higher than expected because 
pressures on capacity over the past year have been stronger than 
previously judged, and the prices of food and gasoline have 
recently risen more than expected. After considering the full range 
of indicators, the Bank now judges that the Canadian economy 
was operating just above its production capacity in the first quar- 
ter of this year. 

Robust domestic demand continues to support Canada’s eco- 
nomic growth, and there has also been stronger-than-expected 
growth outside North America, which has led to rising demand 
for, and prices of, many commodities. However, the slowing U.S. 
economy has had a moderating effect on economic growth in 
Canada. 

Over the projection horizon, domestic demand should remain 
robust, although not as strong as in recent years. With the U.S. 
slowdown now expected to be somewhat more prolonged than 
previously projected, net exports should exert a slightly greater 
drag on growth in 2007. All told, the Canadian economy is 
expected to expand at a rate slower than potential through 2007, 
and in line with potential through 2008 and 2009. 

With the excess demand in the economy expected to disappear 
in the second half of this year, and with pressures on housing 
prices expected to continue to ease, core inflation is projected to 
decline to 2 per cent by the end of 2007 and remain there through 
the projection period. If energy prices evolve in line with those 
currently reflected in futures markets, total inflation should aver- 
age just below 2 per cent in the second quarter of 2007 before moving 
above the 2 per cent target and peaking below 3 per cent near the end 
of 2007. Total inflation should then return to target by mid-2008. 

The upside risk to the Bank’s inflation projection is that the 
recent strength of inflation could be more persistent than pro- 
jected. Pressures on capacity could be greater and more prolonged 
than currently judged. The strong growth in household credit and 
broad money continues to point to this upside risk. As well, the 
downward pressure on inflation from the prices of imported 
goods could diminish more quickly than expected, and global 
food and energy prices could put more upward pressure on inflation. 


This report includes information received up to the fixed announcement date on 
24 April 2007. 
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The downside risk to inflation continues to come from the pos- 
sibility of a slowdown in the U.S. economy that is more pro- 
nounced than that already incorporated in the Bank’s base-case 
projection. 

The Bank continues to judge that the risks to its inflation pro- 
jection are roughly balanced, although there is now a slight tilt to 
the upside. 

The Bank left its key policy interest rate unchanged at 4.25 per 
cent on 6 March and 24 April. The current level of the target for 
the overnight rate is judged, at this time, to be consistent with 
achieving the inflation target over the medium term. 
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2. RECENT DEVELOPMENTS IN INFLATION 


Inflation and the 2 per cent target 


The year-over-year rate of increase in the total CPI has been 
higher than projected in the January Update, having risen from 1.3 per 
cent in the last quarter of 2006 to 1.9 per cent in the first quarter of 
2007. If the effect of changes in indirect taxes is excluded, the rate 
of increase in the total CPI in the first quarter of 2007 was 2.4 per 
cent. The core rate of inflation increased to 2.3 per cent over the 
same period (Chart 1), also slightly higher than expected.! 

The core rate of inflation has been moving up since the spring of 
2006. Capacity pressures stemming from strong domestic demand 
have contributed to an increase in inflationary pressures, especially on 
the prices of components such as shelter services and, to a lesser 
extent, of services other than shelter.? As well, the downward pressure 
on the core rate coming from reduced prices for many import- 


Chart 1 Consumer Price Index 


Year-over-year percentage change 


Total CPI excluding 
the effect of changes 
in indirect taxes 


Total CPI 


Control range 


Target 
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| 


Core CPI* 


Semen (EN cea) | | (ena 


1998 1999 2000 2001 2002 2003 2004 #+#.2005 #2006 #«£2007 


* 


CPI excluding eight of the most volatile components and the effect of changes in indirect 
taxes on the remaining components 


1. The core measure of inflation excludes eight of the most volatile compo- 
nents of the CPI and removes the effect of changes in indirect taxes on the 
remaining components. The eight volatile components are fruit, vegetables, 
gasoline, fuel oil, natural gas, intercity transportation, tobacco, and mortgage- 
interest costs. 

2. It should be emphasized that the effect of changes in indirect taxes is 
removed for the analysis of the changes in the components of the core CPI. 


CPI inflation rose to 
1.9 per cent in the first 
quarter of 2007... 


... Which was higher than 
expected. 


In addition to higher- 
than-expected increases 
in the prices of several 
components of the core 
rate of inflation... 


... there have been unan- 
ticipated increases in the 
prices of more volatile 
components. 


The underlying trend 
of inflation has been 
running slightly above 
2 per cent. 


Key medium- and longer- 
term indicators of infla- 
tion expectations remain 
quite close to 2 per cent. 
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intensive goods (such as clothing and durable goods other than auto- 
mobiles) has lessened somewhat. 

In the first quarter of 2007, the year-over-year rate of increase 
in housing prices eased slightly more than anticipated at the time 
of the January Update. However, this was more than offset by 
higher-than-expected increases in the prices of several other com- 
ponents of the core rate of inflation. In particular, the recent surge 
in the prices of grains and oilseeds, stemming partly from the per- 
sistent rise in the demand for biofuels, has contributed to higher 
core food prices. Prices of imported clothing, durable goods 
excluding autos, and of core services other than housing have also 
come in higher than anticipated. 

The higher-than-expected increase in total CPI inflation in the 
first quarter of 2007 reflected both the higher-than-projected core 
rate and increases in the prices of some of the more volatile com- 
ponents. Fruit and vegetable prices rose unexpectedly as a result 
of weather-related reductions in North American supplies. Gaso- 
line prices were higher than projected, partly owing to temporary 
production disruptions at oil refineries, although the impact of 
higher prices for crude oil also played a role. 

Other measures of the trend rate of inflation that the Bank fol- 
lows have also moved up above 2 per cent when the effect of changes 
in indirect taxes is excluded (Chart 2).° 

Key medium- and longer-term measures of inflation expecta- 
tions continue to be close to 2 per cent. In the Bank’s spring Busi- 
ness Outlook Survey, 88 per cent of firms expected CPI inflation to be 
within a range of 1 to 3 per cent, on average, over the next two years. 
Consistent with the temporary reduction in CPI inflation stemming 
from the cut in the GST, the average private sector forecast for total 
CPI inflation in 2007 was slightly below 2 per cent, while consen- 
sus forecasts of inflation over the longer term continued to be very 
close to/2'per cent: 


3. Note that CPIW is affected by changes in the GST and other indirect taxes. 
Removing this effect would push the rate of change of CPIW above 2 per cent. 
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Chart 2 Core CPI and Other Measures of the Trend 
inflation Rate 


Year-over-year percentage change 


Control range 


CPIXFET** 


Core CPI 


2003 2004 2005 2006 2007 


* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component's variability, but does not exclude the effect of changes in indirect taxes. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


Factors at work on inflation 


Aggregate demand 


Real GDP growth in Canada slowed modestly in the second 
half of 2006, increasing by 2.0 per cent in the third quarter and by 
1.4 per cent in the fourth quarter. The outcome for the fourth 
quarter was very close to the 1.5 per cent projected in the January 
Update,* with a decrease in inventory investment exerting a signif- 
icant drag on growth (Chart 3). The inventory correction appears 
to have been largely completed by the end of 2006. Currently 
available information suggests that real GDP grew by about 2.5 per 
cent in the first quarter of 2007, close to the 2.4 per cent rate projected 
in the last Update. 

Although the growth of final domestic demand has slowed 
since the middle of 2006 from the very strong pace registered in 
the first half, it remained the chief driver of GDP growth. Further 
substantial increases in capital spending by businesses reflected 
relatively high overall profitability, earlier reductions in the prices 
of imported machinery and equipment, and continued favourable 
financing conditions. With solid employment growth, real per- 
sonal disposable income continued to rise, as did household net 


4. The level of real GDP was marginally higher than expected, owing to a 
small upward revision to growth in the third quarter. 


As projected, growth in 
Canada’s real GDP slowed 
further in the fourth 
quarter of 2006. 


While final domestic 
demand has slowed some- 
what since the middle 

of 2006, it remained the 
chief driver of GDP 
growth. 


Inventory investment in 
Canada’s motor-vehicle- 
related industries 


decreased appreciably... 


... while exports recov- 
ered in the second half of 
2006. 
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Contribution to Real GDP Growth 
Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Inventory On 
investment 


Net exports "is 


worth and household credit, contributing to ongoing strength in 
consumer spending. In contrast, the growth of government spend- 
ing on goods and services lessened appreciably. Residential con- 
struction decreased as expected. 

The U.S. economic slowdown has continued to affect Canada’s 
economic growth. In particular, the weak level of motor vehicle 
sales in the United States contributed to significant production 
cuts in the Canadian auto industry. Consequently, inventory 
investment in motor-vehicle-related industries in Canada 
decreased sharply, especially in the fourth quarter of the year. As 
well, further large declines in residential investment in the United 
States resulted in reductions in Canadian exports of lumber and, 
to a lesser extent, other building materials. (See Technical Box 1.) 

Nevertheless, Canada’s total exports recovered in the second 
half of 2006. Exports of machinery and equipment, metals and 
minerals, and agricultural and fish products all rose strongly after 
mid-2006. At the same time, after another strong gain in the third 
quarter of 2006, imports eased towards year-end and into this 
year, partly as a result of the reduced inventory investment by 
Canadian businesses. 
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Technical Box 1 
Developments in the U.S. Housing Market and Their Implications for Canada 


After several years of rapid sales growth, large price increases, and rising construction, 
the U.S. housing sector began to contract in 2006. Sales of new and existing homes declined 
early in the year, causing a sharp increase in inventories of unsold homes. Builders conse- 
quently cut construction of new homes, leading to a 13 per cent decrease in real residential 
investment in new structures through the four quarters of 2006. Recent data on the U.S. 
housing sector point to a further contraction of real residential investment. The Bank’s base- 
case projection calls for real residential investment to decrease by another 12 per cent during 
2007, with much of the decline occurring in the first two quarters. In the first half of 2008, 
however, the inventory of unsold new homes is expected to return to its long-term average, 
and growth in residential construction is projected to resume thereafter. 

The decline in U.S. residential investment through 2006 had an important impact on 
Canadian exports, especially wood products, since construction materials used in the 
United States have a very high Canadian content relative to other goods. However, this 
impact could have been affected by changes in Canada’s relative competitiveness, by price 
and inventory movements, and by sector-specific developments, such as the October 2006 
softwood lumber agreement. Although these and other factors introduce a large degree of 
uncertainty, the Bank’s analysis suggests that the projected decline of 12 per cent in U.S. res- 
idential investment in 2007 could lead to an additional drop in Canadian exports of con- 
struction-related products” of about 13 per cent on a year-over-year basis by the fourth 
quarter of 2007. This would translate into an adverse impact on Canadian real GDP of about 
-0.3 percentage points over the same period. If the downturn in U.S. housing was to signifi- 
cantly affect U.S. consumer spending, other types of exports would also be affected, and the 
negative impact on GDP would be larger. 


Canadian Exports of Key 
Construction Products by 2006Q4 
(Constant 1997 dollars) 


Canadian Exports of Key 
Construction Products and U.S. 
Residential Investment in 2006 iat 
(Year-over-year percentage change) Year-over- | Contribution to total 
year growth of exports of 
percentage key construction 
change products 
Percentage points) 
Bas = 


Total 


Wood 


Canadian exports 
of key construction Other 
products 


U.S. residential | 
investment 
(structures only) 


Rubber and 
Q1 Q2 Q3 Q4 plastics 


1. An additional factor affecting the U.S. housing market is the recent rise in the rate of delinquen- 
cies and defaults on subprime mortgages, which will bring more houses onto the market. While the 
macroeconomic impacts from these developments currently seem limited, there is a risk that lend- 
ers may respond by tightening overall mortgage lending, which could prolong the decline in the 
U.S. housing market. 

2. The measure of Canadian exports of key construction-related products includes products that are 
heavily influenced by U.S. residential investment, but it also includes products that may be used in 
other sectors of the U.S. or global economy. 
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Growth in labour input 
has been higher than 
expected... 


... while growth in 
labour productivity has 
been weaker than 
expected. 


Growth in potential out- 
put over the 2004-06 
period is now estimated 
to have averaged 2.6 per 
cent. 
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Aggregate supply 


In recent years, most of the growth in output has come from 
increases in labour input (as indicated by hours worked), rather 
than from gains in labour productivity. For the 2004-06 period, 
annual growth in hours worked in the business sector averaged 
about 1.8 per cent, which was well above expectations. Most of 
this growth came from the expansion of the working-age popula- 
tion. In the fourth quarter of 2006, hours worked continued to 
increase solidly, with year-over-year growth of 1.8 per cent. 

Annual growth in labour productivity in the business sector 
averaged about 1.2 per cent for the 2004-06 period, down from 
2.3 per cent over the 1996-2000 period. One factor contributing to 
the slowdown in productivity growth could be the large amount 
of structural adjustment under way in the Canadian economy in 
the face of rising global competition and stronger demand for 
commodities, which has pushed up commodity prices and the 
trade-weighted value of the Canadian dollar. In particular, labour 
and capital have been moving towards commodity production and 
the non-tradable goods and services sectors. It is reasonable to 
expect that labour and capital could be somewhat less productive 
during the transition period. Also, higher commodity prices 
encourage the production of resources that are more difficult and 
costly to extract, dampening productivity in those sectors. 

Productivity growth was particularly slow in the second half 
of 2006, with measured productivity in the fourth quarter up only 
0.4 per cent from a year earlier (Chart 4). In addition to the factors 
noted above, some of this weakness would also appear to be cycli- 
cal in nature, reflecting the inventory correction and more general 
weakness in the manufacturing sector. As well, productivity in the 
services sector continues to be below expectations. All told, espe- 
cially given the recent strength in investment, the extent of the 
weakness in overall productivity remains somewhat puzzling. 

The Bank estimates potential output over history by breaking 
out movements in labour supply and labour productivity into 
their trend and cyclical components. Using its conventional meas- 
ure, the Bank currently estimates that average growth in potential 
output over the 2004-06 period was 2.6 per cent. This is somewhat 
lower than the 2.8 per cent to 3 per cent that had been assumed in 
projections of potential output growth over that period. This 
slower pace of growth in potential output over the past several 
years largely reflects the weakness in the growth of actual labour 
productivity, which has more than offset higher-than-expected 
growth in labour input. 
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Chart 4 Unit Labour Costs and Labour Productivity: 
Business Sector 
Year-over-year percentage change 


Labour compensation 
per person-hour* 


: Output per 
Unit labour costs person-hour 


1998 1999 2000 2001 2002 2003 2004 2005 2006 


* Labour compensation includes the labour income of paid workers, plus imputed labour 
income for self-employed workers. 
Source: Statistics Canada Daily 


Estimated pressures on capacity 


Several indicators of capacity pressures continue to suggest 
that the economy has been operating in slight excess demand. In 
the spring Business Outlook Survey from the Bank’s regional offices, 
the percentage of firms reporting that they would have difficulty 
in meeting an unanticipated increase in demand remained above 
average (Chart 5). The employment-to-population ratio in March 
2007 was at its highest level in 31 years, and the unemployment 
rate in both February and March was at a 31-year low. The Bank’s 
conventional measure of the output gap, which is subject to a sub- 
stantial degree of uncertainty, indicates that the economy was 
operating about 0.2 per cent above its production potential in the 
first quarter of 2007 (Chart 5), slightly higher than was expected in 
the January Update.° 

The fact that the core rate of inflation has averaged slightly 
above 2 per cent since September 2006 is also consistent with an 
economy operating slightly above its production capacity. 


5. This change is due to the slight downward revision in the conventional 
measure of production capacity over history, such that the estimated level in 
the fourth quarter of 2006 is about 0.1 per cent lower than the previous esti- 
mate. As discussed in the previous section, this downward revision in the esti- 
mated level of production capacity reflects the sustained weakness in actual 
labour productivity growth, which has not been fully offset by the observed 
strength in labour input. 
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Some indicators suggest 
that the economy has 
been operating in slight 
excess demand... 


... while others point to 
an economy either in bal- 
ance or in slight excess 


supply. 


BA N°K “OtE  (ClAGN AaDe Ar 


Chart 5 Estimated Output Gap and Response to Business 
Outlook Survey Question on Capacity Pressures 


% 
70 


Some and significant Output gap* 
eg difficulty" (right scale) 
(left scale) 
50 


40 


30 


2002 2003 2004 2005 2006 2007 


* Difference between actual output and estimated potential output. Note that the estimate 
for the first quarter of 2007 is based on a projected rise in output of 2.5 per cent (at 
annual rates) for the quarter. 

** Percentage of firms indicating that they would have either some or significant difficulty 
meeting an unanticipated increase in demand/sales 


In contrast, other indicators suggest that the economy may be 
either in balance or even in slight excess supply. The percentage of 
firms reporting labour shortages in the Bank’s spring survey, 
while up slightly from the previous survey, was still only about 
average on a historical basis. Statistics Canada’s measure of capac- 
ity utilization in the non-farm, goods-producing sector suggested 
below-average pressure on production capacity by the fourth 
quarter of 2006. 

The underlying trend increase in aggregate wages (based on 
the 12-month change in average hourly earnings of permanent 
workers reported by Statistics Canada in the Labour Force Survey) 
has fallen to between 2 1/4 per cent and 3 per cent since the third 
quarter of 2006 (Chart 6). The year-to-year rise in another wage 
indicator—hourly labour compensation from Statistics Canada’s 
Productivity Accounts—decreased to just over 3 per cent in the 
fourth quarter of 2006 (Chart 4)° 


6. The marked reduction in the average annual wage increase in the unionized 
private sector in the fourth quarter of 2006 resulted chiefly from low settle- 
ments negotiated in the retail sector. 
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Chart 6 Wage Settlements and Average Hourly Earnings 


Effective annual increase in base wage rates for newly negotiated 
settlements 


Average hourly earnings 
of permanent workers* 
(year-over-year percentage change) of 


Private 
sector** 


Public sector** 


1998 1999 2000 2001 2002 2003 2004 ##+#|.2005 =j.2006 #£#=2007 


* Source: Statistics Canada Labour Force Information 
** Source: Human Resources Development Canada, last data point plotted is the average of 
January and February 2007 


Given the very low gains in productivity, unit labour costs in 
the fourth quarter of 2006 were up 2.7 per cent from their level a 
year earlier. With recent compensation increases ranging between 
2 1/4 per cent and 3 per cent and with trend productivity growth 
estimated at about 1 per cent in 2006, underlying increases in unit 
labour costs seem to have been lower, at just under 2 per cent. 

After reviewing all the indicators of capacity pressures, it is 
the Governing Council’s judgment that, overall, the economy was 
operating just above its production capacity in the first quarter of 
2007. 


Commodity and output prices and the terms of trade 


Canada’s terms of trade decreased further in the second half of 
2006, owing to somewhat lower prices for energy commodities 
after the middle of the year (Chart 7). Consequently, the four- 
quarter change in the chain price index for GDP (a broad price 
measure of the goods and services produced in Canada) eased 
from 3.0 per cent in the second quarter of 2006 to 0.5 per cent in 
the fourth quarter (Chart 8). This contributed to further modera- 
tion in the annual increase in nominal GDP, which rose by only 
2.8 per cent in the year ending in the fourth quarter of 2006. 


15 


The Governing Council 
judges that the economy 
was operating just above 
its production capacity in 
the first quarter of 2007. 


The prices of non-energy 
commodities have 
continued to rise since 
mid-January... 


... as has the price of 
crude oil. 
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Chart 7 Terms of Trade 
The price of exports relative to the price of imports (1997 = 100) 


120 


1999 2000 2001 2002 2003 2004 2005 2006 


Chart 8 Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 


Chain price index 
for GDP 


Core CPI 


1998 1999 2000 2001 2002 2003 2004 #2005 ##2006 #2007 


Growth in global demand for commodities continues to be 
underpinned by the strong global economy, particularly in the 
emerging-market economies led by China and India. Combined 
with delays in several major projects intended to expand supplies, 
this has led to further increases in the world prices of many non- 
energy commodities since the January Update (Chart 9). 

The price of light crude oil (West Texas Intermediate), which 
was about US$53 per barrel at the time of the January Update, 
averaged US$63 in the ten days ending on 20 April 2007. This 
increase was chiefly caused by strengthening North American 
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demand with the return of normal winter weather conditions, as 
well as by somewhat greater geopolitical uncertainties. Natural 
gas prices are also up a little relative to January. 

This recent improvement in most commodity prices should 
lead to a recovery in Canada’s terms of trade in early 2007 and, 
thus, to somewhat stronger growth in nominal GDP. This strength- 
ened rate of nominal income growth should, in turn, help to 
increase the growth of corporate profits and government tax reve- 
nues in the near term. 


Chart 9 Bank of Canada Commodity Price Index 
1982-90 = 100 


Energy (Can$) 
Non-energy (US$) 
Non-energy (Can$) 


1999 2000 2001 2002 2003 2004 2005 #2006 2007 
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In Canada, financial mar- 
ket expectations are for 
no change in the policy 
rate in 2007. 


The recent strength of the 
Canadian dollar reflects a 
number of developments. 
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3. FINANCIAL DEVELOPMENTS 


The global economy continues to be characterized by high lev- 
els of desired savings relative to desired investment. This has con- 
tributed to a financial environment that exhibits low levels of 
long-term interest rates and strong investor appetite for risk, 
reflected in the low level of risky spreads. Moreover, equity mar- 
kets and debt issuance around the world have been buoyant. In 
February and March, volatility and risk premiums rose in many 
markets from historically low levels, but have since largely 
returned to those low levels. The main exception is the U.S. sub- 
prime mortgage market, where some difficulties persist and fur- 
ther deterioration is possible. 


Policy interest rates and exchange rates 


Policy rates in both Canada and the United States have 
remained unchanged since the middle of 2006 (Chart 10). Short- 
term interest rates in the United States reflect expectations of a 
modest decline in the federal funds rate in the second half of 2007. 
In Canada, market expectations derived from short-term interest 
rates imply no change in the policy rate in 2007. 

Responding to the sustained strength of their economies, sev- 
eral central banks, including the Bank of England, the European 
Central Bank, and the Bank of Japan, have continued to raise their 
policy rates since the beginning of the year. Financial markets 
expect a further tightening of monetary policy in these countries 
over the remainder of 2007 and into early 2008. 

Through the first quarter of 2007, the Canadian dollar traded 
in the range of about 84.5 to 87.5 cents U.S. assumed in the projec- 
tion presented in the January Update (Chart 11). However, since 
early April, the Canadian dollar has moved above this range as a 
result of several developments, including the rise in commodity 
prices and relatively stronger economic data in Canada than in the 
United States. 
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Chart10 Official Policy Rates and Forward Interest Rates* 
Daily 
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Solid lines are official interest rates, and dotted lines are forward overnight interest rates. 
No adjustments are made for term premiums. 

. U.S. forward overnight rates based on federal funds futures prices 

. Canadian forward overnight rates based on yields on bankers’ acceptances (BAs) 
and three-month futures for bankers’ acceptances (BAX) 

. Euro and Japanese overnight rates based on the implied forward rate derived from the 
respective overnight index swap markets 
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Business borrowing 
conditions remain 
accommodative. 


Healthy household 
balance sheets and rising 
house prices are enabling 
households to borrow to 
help support spending. 


BANK OF CANADA 


Credit conditions and other financial developments 


Corporate profitability in Canada remains robust. Balance 
sheets in the Canadian non-financial business sector continue to 
improve, buoyed by rising profit margins. Profits have also been 
very strong in the financial sector since the October Report. 

Against this backdrop, credit conditions for businesses remain 
accommodative (Chart 12). Despite high corporate profits, which 
have dampened the demand for credit, business borrowing since 
the January Update has expanded at a rate close to its historical 
average, partly reflecting increased demand for short-term financ- 
ing related to mergers and acquisitions, as well as robust capital 
spending. The healthy outlook for the global economy should help 
to sustain the strong profitability of Canadian businesses. To the 
extent that credit spreads remain low, firms should continue to 
have ready access to funding for investment. 

Household credit continues to expand at a rate well above its 
historical average (Chart 12). This has been partly due to borrow- 
ing against home equity. Rising house prices have improved the 
net worth of households and have facilitated cheaper access to 
borrowed funds. Total new borrowing against home equity has tri- 
pled in volume since 2001 (Technical Box 2) and has contributed to 
the strength of household spending over this period. Since the 
January Update, the growth in housing prices has moderated 
somewhat, but past increases have allowed household borrowing 
to remain robust. 


Chart12 Business and Household Credit 


Year-over-year percentage change 


Household credit 


Historical average 
of household credit 
from 1992 to present 


Historical average 
of business credit 
from 1992 to present 


Business credit “| 
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Technical Box 2 
Total Home Equity Borrowing in Canada 


Homeowners can take advantage of increases in housing equity by raising the 
amount of their borrowing against home equity. This occurs through two main 
channels: borrowing through a home equity line of credit or increasing the amount 
of the original mortgage (mortgage refinancing). 

There is no single source of information on total home equity borrowing in 
Canada. It is therefore necessary to derive this series from several sources. Esti- 
mates by Bank staff of home equity lines of credit, which include lending by both 
chartered banks and non-bank financial institutions, are based on Bank of Canada 
credit data and information from a household survey undertaken by Ipsos Reid 
market research. Estimates of mortgage refinancing are calculated using survey 
data from Altus Clayton consulting services. 


Changes in Household Credit 
$ billions (logarithmic scale) 


Total 
household credit 


Home equity 
borrowing* 


Home equity 
lines of credit 


2001 2002 2003 2004 2005 2006 


* Home equity borrowing is the total of home equity lines of credit and 
mortgage refinancing. 
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Growth in the monetary 
aggregates remains high. 
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Despite higher indebtedness, households remain in sound 
financial health, with a relatively low debt-service ratio for the 
sector as a whole and only a small proportion of financially vul- 
nerable households.’ Healthy household balance sheets, together 
with favourable employment conditions and ready access to bor- 
rowed funds, suggest that robust credit growth should continue to 
support household spending. 

Since January, the growth rate of the monetary aggregates has 
remained high (Chart 13). The growth of broad money (M2++) is 
consistent with a core rate of inflation slightly above 2 per cent at 
the end of 2007 and into early 2008. At the same time, the break- 
even inflation rate implicit in the spread between nominal and 
Real Return government bonds has moved up slightly. Liquidity 
and technical factors, however, make this spread difficult to 
interpret. 


Chart 13 Growth of M1+ and M2++ 


Year-over-year percentage change 


1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 


Note: M1+ and M2++ have been adjusted to remove the effect of clone funds. 


7. See “An Analysis of the Financial Position of the Household Sector Using 
Microdata” by Faruqui, Lai, and Traclet in the Bank of Canada’s Financial 
System Review (December 2006): 14-17. 
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4. THE OUTLOOK 


This section describes the Bank’s outlook for the global and 
Canadian economies through to the end of 2009. The base-case 
projection has been developed assuming a slow and orderly reso- 
lution of global imbalances, predicated on further supportive pol- 
icy actions to rebalance global demand and a gradual real effective 
depreciation of the U.S. dollar. Energy prices are assumed to 
evolve in line with current futures prices, and the Canadian dollar 
is assumed to trade within the range of 86.5 to 89.5 cents U.S., evi- 
dent since early April. With the projection horizon extended to 
2009, demographic effects related to an aging workforce begin to 
modestly reduce the assumption for the growth of potential out- 
put, not only in Canada, but for many industrialized countries.® 
The section concludes with a discussion of the risks to the base- 
case projection. 


International background 


Since the January Update, global economic growth has been 
slightly stronger than expected, with slower growth in U.S. real 
GDP more than offset by stronger-than-expected growth outside 
North America. As global capacity becomes fully absorbed and 
monetary policy tightens, this vigorous expansion is projected to 
moderate gradually from 5.3 per cent in 2006, to 4.8 per cent in 
2007 and 2008, and to 4.6 per cent in 2009 (Table 1). This growth 
projection is slightly higher than that presented in the October 
Report and the January Update. 

Growth in Japan and the major European economies is 
expected to remain solid over the projection period, with more 
growth coming from domestic consumption and investment 
demand, rather than from net exports. The outlook for growth in 
emerging-market countries over the same period also remains 
very strong, particularly for China and India. 


8. The negative impact of aging populations on labour supply growth is pro- 
jected to occur over different periods and to varying degrees among the 
advanced economies. For example, with the oldest U.S. baby boomers becom- 
ing eligible for pension benefits in 2008, the contribution of labour to potential 
growth is expected to diminish over coming years. Shifts in the working-age 
population are also expected to reduce potential growth rates in the major 
overseas economies, although this may be partly offset by gains in labour pro- 
ductivity from capital deepening and from the adoption of more efficient tech- 
nologies. See Technical Box 3 for a discussion of the impact of demographics 
on trend labour input in Canada. 
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Demographic develop- 
ments will reduce the 
future growth of potential 
output in the major 
economies. 


Economic momentum 
remains strong in the 
major overseas 
economies... 


... but the U.S. slowdown 
is expected to be more 
prolonged than previ- 
ously projected. 


BANK OF CANADA 


The slowdown in the U.S. economy in 2007 is expected to be 
more prolonged than projected in the January Update. As a result, 
U.S. GDP growth is expected to slow to 2.1 per cent in 2007, before 
picking up to 2.8 per cent in 2008 and to 3.1 per cent in 2009. The 
downward revision in 2007 (from 2.5 per cent in the January 
Update to 2.1 per cent) largely reflects a more prolonged downturn 
in residential investment and weaker business investment. The 
growth rate of U.S. potential output is now expected to slow from 
about 3 per cent over recent years to slightly below 3 per cent over 
the 2007-09 period. 


Table 1 Global Growth Projection 


Share Expected growth (per cent) and percentage point 
of real contribution to economic growth? 


global 


(per cent) 


2007 2008 2009 
3.3 [0.66] | 2.1 [0.42] |} 2.8 [0.56] 3.1 [0.62] 


European Union 19 2.8 [0.52] | 2.3 [0.42] 2.2 [0.40] 
6 


Japan 


World | 100 5. 4.8 4.8 


a. GDP shares are based on the purchasing-power-parity (PPP) valuation of country GDPs 
for 2005. Source: IMF, WEO Database, April 2006 

b. Numbers in square brackets represent the contribution of each region to the global eco- 
nomic growth rate in percentage points. 

c. NIEs are newly industrialized economies. These include Hong Kong (Special Administra- 
tive Region), South Korea, Taiwan (Province of China), and Singapore. 

Source: Bank of Canada 


3 (0. 8 (0. 
8 (0. 2.2 [0. 
TAae 8.6 [1. 
0 (2. 7 (2. 
3 


With the slowing of U.S. GDP growth to well below potential 
growth since the middle of 2006, some excess supply has started 
to emerge in the U.S. economy. Thus, core inflation should gradu- 
ally fall, although less quickly than previously expected. As inven- 
tory adjustments in the manufacturing sector are completed and 
the drag from weak residential and business investment dissi- 
pates, U.S. GDP growth is expected to recover to close to potential 
growth by the end of 2007. 

Over the projection horizon, growth in U.S. household con- 
sumption is expected to moderate, as savings return to a more 
sustainable level. The depreciation of the U.S. dollar in real effec- 
tive terms since 2002, as well as a further expected depreciation of 
about 8 per cent over the projection horizon, should continue to 
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Chart 14 Crude Oil and Natural Gas: Spot and Futures Prices 
Monthly 
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Crude oil 
(right scale) 


Natural gas futures‘ 


Natural gas 
(left scale) 
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* Spot price for crude oil (20 April 2007) 
e Spot price for natural gas (20 April 2007) 
* Based on an average of futures contracts over the ten days ending 20 April 2007 


stimulate U.S. net exports.’ Strong foreign demand should further 
support U.S. exports, contributing to a gradual reduction in the 
U.S. current account deficit. 

Futures prices for crude oil and natural gas over the projection 
period are higher than those in the January Update (Chart 14). 
They indicate that crude oil prices will move up from their current 
level of about US$63 per barrel to US$70 per barrel by early 2008 
and then stay there for the remainder of next year and through 
2009. 

The price index for non-energy commodities is high and is 
expected to remain higher than projected in January, before declin- 
ing gradually over the projection period. In particular, while 
strong global demand is boosting metals prices, these prices are 
expected to decrease slowly as increases in global capacity come 
online. Lumber prices are likely to ease over the remainder of this 
year, given the projected weakness of U.S. housing activity. On the 
other hand, prices for grains and oilseeds are anticipated to 
remain strong for some time as a result of the surging demand for 
biofuels. 


9. In its April 2006 Monetary Policy Report, the Bank assumed a real effective 
depreciation of the U.S. dollar over the 2007-08 period of 7 per cent. Since 
then, the U.S. dollar has depreciated by about 3 per cent. The Bank’s outlook 
for the U.S. economy now extends through to the end of 2009. 
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Final domestic demand is 
expected to be the primary 
engine of growth in 
Canada. 
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Aggregate demand and supply in Canada 


In Canada, final domestic demand is expected to continue to be 
the primary engine of growth over the projection period, growing at 
a robust, though more moderate, pace than in 2005 and 2006 
(Table 2). 


Table 2 Contributions to Average Annual Real GDP Growth 
Percentage points* 


Consumption 


Housing 


Government 


* Figures in parentheses are from the base-case scenario in the January Monetary Policy 
Report Update. 


Consumer spending is expected to grow solidly over the pro- 
jection period, reflecting further gains in real disposable income and 
increases in household net worth. Housing investment, after reach- 
ing a very high level last year, is projected to decline slightly in 
2007 and 2008 and then to steady out in 2009. 

Gains in business investment are expected to remain strong in 
2007 and 2008, with growth averaging just over 5 per cent. Factors 
contributing to higher investment spending this year and next 
include near-term pressures on production capacity, expectations 
of relatively strong global economic growth and high levels for 
most commodity prices, ongoing supportive financial conditions, 
and generally strong profit levels with solid balance sheets. How- 
ever, capital spending in the oil and gas industry is expected to 
ease somewhat in the near term, owing to a weaker outlook for 
gas drilling. In 2009, overall growth in investment is projected to 
ease as a result of the anticipated moderation in global economic 
growth and lower prices for non-energy commodities. 


26 


MOET 40R Y PaO OO REP ORR AP RAL 2007 


In the base-case projection, it is assumed that the government 
sector will run balanced budgets throughout the projection period, 
and that the real growth of government spending on goods and 
services will decelerate to average just under 3 per cent through 2009. 

As growth in U.S. domestic demand slows through mid-2007, 
Canadian exports are expected to ease slightly in the first half of 
2007. But with the projected subsequent strengthening of U.S. 
growth, Canada’s exports should pick up over the remainder of 
the projection period. In contrast, further substantial increases in 
investment in machinery and equipment should contribute to con- 
tinued strong growth in imports throughout 2007 and 2008. 
Hence, net exports are projected to exert a slightly greater drag on 
overall growth in 2007 than projected in the January Update, with 
this drag diminishing over the course of the year. 

In the Bank’s base-case projection, economic growth increases 
through 2007, with quarterly growth averaging just below 2 1/2 per 
cent in the first half of the year and just above 2 1/2 per cent in 
the second half (Chart 15). This implies average annual growth for 
2007 of 2.2 per cent, slightly lower than in the January Update, 
largely reflecting the impact of the weaker U.S. economic outlook 
on Canadian export growth. For 2008 and 2009, GDP growth is pro- 
jected at 2.7 per cent. 

In the base-case scenario for Canada, the assumption for 
potential output growth in both 2007 and 2008 remains unchanged 
at 2.8 per cent.!° For 2009, growth of the labour supply is assumed 


Chart 15 


Real Gross Domestic Product for Canada* 


Quarter-over-quarter 
percentage change, | 


Year-over-year 
] percentage change 


at annual rates 
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* The broken line and bars indicate the base-case projection. 


10. This continues to reflect an assumed rate of trend labour productivity 
growth of 1 1/2 per cent and trend growth in labour input of 1 1/4 per cent. 
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Net exports are expected 
to continue to exert a drag 
on growth through 2007. 


GDP growth in Canada is 
projected to be 2.2 per cent 
in 2007 and 2.7 per cent in 

both 2008 and 2009. 


Core inflation is expected 
to return to 2 per cent by 
the end of 2007. 


Total cPI inflation is 
expected to return to 2 per 
cent by mid-2008 and 
remain there over the rest 
of the projection period. 
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to ease slightly by 0.1 per cent from 1 1/4 per cent in 2007 and 
2008, implying potential growth of about 2.7 per cent. This 0.1 per- 
centage point reduction in potential growth in 2009 reflects the 
Governing Council’s judgment regarding the impact on the labour 
force of increased retirements as the first members of the baby- 
boom generation enter their early sixties. (See Technical Box Bey} 

With these growth profiles for GDP and potential growth, the 
economy would move back to its production capacity in the sec- 
ond half of 2007 and stay there for the remainder of the 
projection period. In this base-case projection, it is chiefly the 
recent slowdown and subsequent pickup of the U.S. economy that 
bring aggregate supply and demand in Canada back into balance 
and keep them there. 


The outlook for inflation 


The Bank’s projection is that core inflation will remain above 
2 per cent in the coming months, but return to 2 per cent by the 
end of 2007 and stay there for the rest of the projection period 
(Table 3). With medium- and longer-term expectations of inflation 
well anchored, the inflation projection largely reflects the com- 
bined influence of the balance between aggregate demand and 
supply, and relative price developments. Excess demand through 
late 2006 and into 2007, combined with the projected momentum 
in core food prices, is expected to keep core inflation above 2 per 
cent in the near term. But two factors are expected to bring core 
inflation back to 2 per cent, despite a projected lessening of the 
downward pressure from import prices. First, the upward pres- 
sure coming from the economy operating slightly above its poten- 
tial output is expected to dissipate, since excess demand is 
projected to be eliminated in the second half of 2007. Second, the 
significant contribution to inflation coming from housing price 
increases is expected to continue to decline. 

The projected path for the 12-month rate of increase in the 
total CPI reflects both the slightly higher projected track for core 
inflation in 2007 and expectations for energy prices, as well as 
changes in indirect taxes. Total CPI inflation is expected to be 
1.9 per cent in the second quarter of 2007. With the direct effect of 
the GST cut ending in July 2007, upward-sloping futures curves for 
crude oil and natural gas prices and marked year-over-year 


11. Technical Box 3 describes model-based estimates and projections of trend 
labour input growth. These estimates, together with judgments regarding the 
implications of various factors that are not captured by the estimated model, 
informed the Governing Council’s assumptions regarding the growth of trend 
labour supply. 
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increases in gasoline prices, total CPI inflation is projected to move 
up in the second half of 2007, peaking in the fourth quarter of 
2007 at about 2.8 per cent.!* Thereafter, total CPI inflation is 
expected to decline, returning to the 2 per cent target by mid-2008 
and staying there for the remainder of the projection period. 

This inflation projection is consistent with an unchanged target 
for the overnight interest rate, largely because the impact of the 
current slowdown in U.S. GDP growth on the Canadian economy is 
sufficient to bring total demand for goods and services in Canada 
back into line with supply. 


Table 3 Summary of the Base-Case Projection* 
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* Figures in parentheses are from the January Monetary Policy Report Update. 

*“ For half and full years, the number reported is the average of the respective quarter-to- 
quarter percentage growth at annual rates. 

*** Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on an 
average of futures contracts over the two weeks ending 20 April 2007 


12. The year-over-year rate of increase in gasoline prices is expected to spike 
up in the last quarter of 2007, owing partly to base-year effects related to a 
temporary easing in gasoline prices in 2006. 


20 


BANK OF CANADA 


Technical Box 3 
Estimates of Trend Labour Input 


Over the next two years, the leading edge of the baby boom cohort—those born 
between 1946 and 1964—will reach 62 years of age, the average age of retirement in Can- 
ada. This development will put downward pressure on the growth of labour supply and, 
hence, on that of potential output over the coming decades. 

Since 1980, growth in labour input has accounted for just over half of real GDP 
egrowth.! Most of this rise in labour input growth can be attributed to an increase in the 
working-age population and to the strong increase in the labour force participation of 
women. These two factors have been partially offset by a declining trend in average hours 
worked. 

Bank staff have estimated the trend in labour input over the next decade by combin- 
ing Statistics Canada projections of the working-age population with models of the aver- 
age length of the workweek and the labour force employment rate. Statistics Canada 
projects that growth in the working-age population will begin declining in 2007 and will 
continue to decline over the next decade because of the cumulative impact of past 
decreases in the national fertility rate (Chart A).? Bank modelling projects average hours 
worked to remain relatively stable over the next decade. Using a cohort-based model, 
Bank staff estimate that the aggregate trend employment rate began to fall in 2006, owing 
to the increased share in the workforce of individuals 62 and over whose average employ- 
ment rates are lower than those of younger workers (Chart B). This analysis also suggests 
that the recent increase in the employment rates of women aged 55 and over is mainly a 
structural phenomenon that will likely continue in the years to come. This should help 
moderate the drop in the aggregate employment rate. 

Accordingly, the model-based estimate of trend labour input growth falls from 1.5 per 
cent over the 2004-06 period to 1.1 per cent over the 2007-09 period and to 0.6 per cent 
over the 2013-15 period. 

Several factors that could help to offset some of the estimated decline in the employ- 
ment rate are not accounted for in the model. As the labour pool shrinks, employers and 
governments may take further measures to reduce or eliminate barriers to continued 
labour force participation beyond the conventional retirement age. Continued improve- 
ments in health and life expectancy, together with the changing nature of work towards 
jobs that are less physically demanding, might raise the employment rates of older work- 
ers. If couples are making joint retirement decisions, the projected increase in the employ- 
ment rates of older women might have a positive spillover effect on the employment rates 
of older men (although this effect could also work in the other direction). Finally, the pro- 
jected reduction in the labour supply might increase the real wage, creating an incentive 
for more young workers to enter the labour market and for older workers to delay their 
retirement. For these and other reasons, some judgment is applied to the model-based 
estimates in coming to a balanced view of trend labour supply growth going for- 
ward. 


1. Real output growth can be divided into labour productivi rowth and labour input growth. 
tput g P ty g & 


The latter can be decomposed further into growth of the working-age population, the change in the 
labour force employment rate, and the change in the average eth of the workweek. The labour 
force employment rate is defined as the number of spat employed divided by the labour force. 
Trend labour input is driven by the trend in labour supply. 

2. The medium scenario from Statistics Canada’s population projections is used to project the size 
and composition of the working-age population. For more eal on the assumptions underlying 
the population projection, see Nene Canada (2005), Population Projections for Canada, Provinces 
and Territories. 

3. The trend employment rate is projected using a birth-cohort-specific model that captures move- 
ments in labour demand, age effects, wealth effects, the impact of the E.I. system, and a birth-cohort 
effect for females. A more detailed description will be provided in an upcoming Bank of Canada 
Review article. 
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Technical Box 3 (continued) 


Components of Model-Based Trend Canadian Labour Input Growth 


Model- Statistics Canada’s Model-based trend Model-based trend 
based trend projection for the employment average hours 

rate of working-age rate worked 
labour input population 

growth 
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Chart A Chart B 
Contribution to Trend Labour The Actual and Trend 
Input Growth Canadian Employment Rate 
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Risks to the outlook 


There are both upside and downside risks to the Bank’s base- 
case outlook for inflation. 

The upside risk is that the recent strength in inflation could 
prove to be more persistent than is envisaged in the base-case pro- 
jection. Pressures on capacity may be greater than judged and may 
be more persistent than projected. The observed strength in house- 
hold credit growth and broad money growth in Canada continues 
to point to this upside risk. There is also a risk of greater interna- 
tional price pressures. The downward pressure on the core infla- 
tion rate from decreases in the prices of internationally traded 
manufactured goods could diminish more quickly than projected, 
especially if global growth continues to come in stronger than 
expected. Global food and energy prices could also boost inflation 
more than projected in the base case. 

The downside risk to the outlook for Canadian growth and 
inflation continues to be that growth in the U.S. economy could be 
lower than expected. This arises from the possibility of an even 
more pronounced slowdown in residential and business invest- 
ment in the United States, which could spill over into weaker 
consumption growth. Weaker growth in domestic demand in the 
United States would further reduce demand for Canadian exports 
and would lower inflation relative to the base-case projection. 

The Bank continues to judge that the risks to its inflation pro- 
jection are roughly balanced, although there is now a slight tilt to 
the upside. 

Finally, from a longer-term perspective, there remains a small 
probability of a disorderly resolution of global imbalances. While 
the improving balance in the global distribution of domestic 
demand will be helpful in supporting necessary adjustment, fur- 
ther policy actions are required internationally to facilitate an 
orderly resolution of global imbalances. 


The Bank of Canada’s Monetary Policy Report is published semi- 
annually in April and October. Regular Updates are published in 
July and January. Copies of the full Report, the Summary, and the 
Update may be obtained by contacting Publications Distribution, 
Communications Department, Bank of Canada, Ottawa, Ontario, 
Canada K1A 0G9. 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; 
email: publications@bankofcanada.ca 
website: www.bankofcanada.ca 
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This is a summary of the Monetary Policy Report of the Governing Council of the Bank of Canada. 
The Report is based on information received up to the fixed announcement date on 24 April 2007. 


2007 and remain there through the projection 
period. If energy prices evolve in line with 
those currently reflected in futures markets, 
total inflation should average just below 2 per 


Overview 


Growth of the Canadian economy has 
been essentially in line with the expectations 


set out in the Bank’s January Monetary Policy 
Report Update. But inflation has been higher 
than expected because pressures on capacity 
over the past year have been stronger than 
previously judged, and the prices of food and 
gasoline have recently risen more than expect- 
ed. After considering the full range of indica- 
tors, the Bank now judges that the Canadian 
economy was operating just above its produc- 
tion capacity in the first quarter of this year. 

Robust domestic demand continues to 
support Canada’s economic growth, and there 
has also been stronger-than-expected growth 
outside North America, which has led to ris- 
ing demand for, and prices of, many commod- 
ities. However, the slowing U.S. economy has 
had a moderating effect on economic growth 
in Canada. 

Over the projection horizon, domestic de- 
mand should remain robust, although not as 
strong as in recent years. With the U.S. slow- 
down now expected to be somewhat more 
prolonged than previously projected, net ex- 
ports should exert a slightly greater drag on 
growth in 2007. All told, the Canadian econo- 
my is expected to expand at a rate slower than 
potential through 2007, and in line with poten- 
tial through 2008 and 2009. 


With the excess demand in the economy 


expected to disappear in the second half of this 
year, and with pressures on housing prices ex- 
pected to continue to ease, core inflation is 
projected to decline to 2 per cent by the end of 


cent in the second quarter of 2007 before moving 
above the 2 per cent target and peaking below 
3 per cent near the end of 2007. Total inflation 
should then return to target by mid-2008. 


Highlights 


Inflation in Canada has been higher than 
expected, largely because pressures on 
capacity have been stronger over the past 
year than previously judged. 


The Canadian economy is projected to grow 
by 2.2 per cent in 2007 and 2.7 per cent in 
2008 and 2009. The level of output in the 
economy is projected to return to potential 
in the second half of 2007. 


Total CPI inflation is projected to return to 
the 2 per cent target by the middle of 2008, 
and core inflation is projected to return to 
2 per cent by the end of 2007. 


The Bank continues to judge that the risks to 
its inflation projection are roughly balanced, 
although there is now a slight tilt to the 
upside. 


The current level of the target for the 
overnight rate is judged, at this time, to be 
consistent with achieving the inflation 
target over the medium term. 
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The upside risk to the Bank’s inflation pro- 
jection is that the recent strength of inflation 
could be more persistent than projected. Pres- 
sures on capacity could be greater and more 
prolonged than currently judged. The strong 
growth in household credit and broad money 
continues to point to this upside risk. As well, 
the downward pressure on inflation from the 
prices of imported goods could diminish more 
quickly than expected, and global food and 
energy prices could put more upward pres- 
sure on inflation. 

The downside risk to inflation continues 
to come from the possibility of a slowdown in 
the U.S. economy that is more pronounced 
than that already incorporated in the Bank’s 
base-case projection. 

The Bank continues to judge that the risks 
to its inflation projection are roughly bal- 
anced, although there is now a slight tilt to the 
upside. 

The Bank left its key policy interest rate 
unchanged at 4.25 per cent on 6 March and 
24 April. The current level of the target for the 
overnight rate is judged, at this time, to be 
consistent with achieving the inflation 
target over the medium term. 


Recent Developments 


The annual rate of increase for the total 
consumer price index rose from 1.3 per cent in 
the fourth quarter of 2006 to 1.9 per cent in the 
first quarter of this year. Without the July 2006 
reduction in the GST, and the effect of other 
changes in indirect taxes, total CPI inflation 
would have been 2.4 per cent in the first quar- 
ter. Core inflation was 2.3 per cent in the first 
quarter. Both core and total inflation were 
somewhat higher than had been expected. 

A number of factors have put upward 
pressure on both measures of inflation in re- 
cent months. In particular, capacity pressures 
have contributed to upward pressure on core 
inflation, especially for services. Core food 
prices have also been higher than expected, 
partly reflecting the rapid pass-through of 
higher prices for grains and oilseeds. As well, 
the downward pressure on inflation coming 
from lower prices for imported goods has less- 
ened somewhat. Partly offsetting these factors 
was some easing in the rate of increase of 


Consumer Price Index 


Year-over-year percentage change 


Total CP! excluding 
the effect of changes Total CPI 
in indirect taxes 
Control range 


1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 


* CPI excluding eight of the most volatile components and the effect of 


changes in indirect taxes on the remaining components 


housing prices. The higher rate of total infla- 
tion reflects these same factors, together with 
strong prices for fruit and vegetables, and 
higher-than-expected gasoline prices that 
stem from both temporary refining disrup- 
tions and higher prices for crude oil. 

Growth in the Canadian economy slowed 
modestly in the second half of 2006. In the 
fourth quarter, real GDP growth fell to 1.4 per 
cent at annual rates, owing partly to a sharp 
correction in inventories. But currently availa- 
ble information suggests that real GDP grew by 
about 2.5 per cent in the first quarter of 2007. 

Since the middle of 2006, final domestic 
demand has remained the main driver of 
growth, supported by robust employment 
growth, gains in real personal disposable in- 
come, and additional gains in household net 
worth and credit. Strong capital spending by 
businesses also contributed to domestic de- 
mand. However, spending by governments 
slowed, as did spending on residential con- 
struction. Canadian exports recovered, led by 
exports of machinery and equipment and 
some primary commodities. This occurred de- 
spite weak U.S. demand for automobiles and 
building materials. 

Several indicators suggest that the Cana- 
dian economy has been operating slightly 
above its production potential in recent 
months. These include very high levels of em- 
ployment, core inflation remaining slightly 
above 2 per cent, and responses to questions 


MONETARY POLICY REPORT SUMMARY: APRIL 2007 


Real Gross Domestic Product for Canada* 


Quarter-over-quarter 
percentage change, j 


at annual rates Year-over-year 


2002. 2003 2004 #+%.2005 ##+%2006 2007 «+«;+32008 #2009 


* The broken line and bars indicate the base-case projection. 


in the Bank’s Business Outlook Survey about 
firms’ ability to meet unanticipated increases 
in demand. In addition, with historical revi- 
sions to data, the Bank’s conventional measure 
of the output gap indicates that the economy 
was operating 0.2 per cent above its produc- 
tion potential in the first quarter of 2007. But 
some indicators suggest that the economy was 
operating either in balance or with a slight 
amount of excess supply. These include re- 
sponses by firms to questions in the Bank’s 
Survey about labour shortages, as well as ca- 
pacity utilization data, and the relatively mod- 
est pace of wage increases. All told, the Bank 
judges that the economy was operating just 
above its production capacity in the first quar- 
ter of 2007. 

With strong growth in the global economy 
and delays in some projects that were de- 
signed to increase supply, the prices of many 
commodities have increased. Prices for non- 
energy commodities have been particularly 
strong since January, while crude oil prices 
rose in response to stronger demand and the 
return of normal weather patterns in North 
America, as well as renewed geopolitical un- 
certainty. While Canada’s terms of trade dete- 
riorated somewhat in the second half of 2006, 
the recent strength of commodity prices im- 
plies an improvement in the terms of trade 
and a pickup in nominal GDP growth in early 
2007, which should support corporate profits 
and government revenues in the near term. 


Prospects for Growth and 
Inflation 


The Bank’s base-case economic projection 
has been developed using a number of as- 
sumptions, including a slow and orderly reso- 
lution of global imbalances predicated on 
further appropriate policy measures being 
taken internationally. The evolution of energy 
prices is assumed to conform with prices in 
energy futures markets, and the Canadian dol- 
lar is assumed to remain in the range of 86.5 to 
89.5 cents U.S. seen since early April. 

The global economy has continued to out- 
perform expectations, with slowing U.S. 
growth more than offset by stronger-than- 
expected growth overseas. 

The U.S. economy is now expected to slow 
slightly more than previously expected, ow- 
ing primarily to a more prolonged slowdown 
in the housing sector and weaker business in- 
vestment. Growth should slow to 2.1 per cent 
in 2007 from 3.3 per cent last year, before re- 
covering to 2.8 per cent next year and to 
3.1 per cent in 2009. 

Growth in the overseas economies is pro- 
jected to be slightly stronger than previously 
expected. As global capacity is absorbed, how- 
ever, growth in the world economy is project- 
ed to moderate somewhat from 5.3 per cent in 
2006 to 4.8 per cent this year and next, and to 
4.6 per cent in 2009. 

In Canada, domestic demand should con- 
tinue to be the main driver of economic 
growth, but to be less vigorous than in recent 
years. Strong gains in consumer spending are 
expected to continue, supported by further in- 
creases in real disposable income and house- 
hold net worth. Housing investment should 
decline slightly in 2007 and 2008 and then 
steady out in 2009. The Bank assumes that the 
government sector will run balanced budgets. 
Business investment should remain strong, 
underpinned by near-term capacity pressures, 
a strong outlook for global growth, high com- 
modity prices, accommodative financial con- 
ditions, and strong profit levels and balance 
sheets. With the continuing weakness in U.S. 
demand, net exports should exert a slightly 
greater drag on growth in 2007 than previously 
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projected, although this effect should dimin- 
ish over the course of the year. 

Overall, the Bank projects that real 
GDP growth in Canada will average just below 
2 1/2 per cent in the first half of 2007 and just 
above 2 1/2 per cent in the second half. Annu- 
al average growth in 2007 is therefore project- 
ed to be 2.2 per cent. With the economy 
operating just above its production capacity in 
the first quarter, this growth profile implies 
that the economy would move back to its pro- 
duction capacity in the second half of 2007. 

In both 2008 and 2009, annual average 
growth is projected to be 2.7 per cent. This 
would keep the economy operating at its pro- 
duction capacity for the remainder of the pro- 
jection period. The Bank assumes the growth 
rate of potential will be 2.8 per cent in 2007 and 
2008, and 2.7 per cent in 2009, with trend la- 
bour input assumed to decline in 2009 as de- 
mographic changes affect the workforce. 

Core inflation should remain slightly 
above 2 per cent over the coming months, giv- 
en pressures on capacity and the impact of 
higher core food prices. But with the economy 
projected to return to its production capacity 
in the second half, and with further easing of 
pressures from housing prices, upward pres- 
sure on core inflation is expected to moderate. 
At the same time, downward pressure on core 
inflation from lower import prices is also ex- 
pected to diminish. Overall, core inflation is 
projected to return to 2 per cent by the end of 
2007 and to remain there through the projec- 
tion period. 

Total inflation is projected to average just 
under 2 per cent in the second quarter of 
this year. Based on the higher near-term 
track for core inflation and the prices currently 


embedded in energy futures markets, and 
with the direct impact on inflation of the GST 
reduction ending in July, total inflation is then 
projected to move above the 2 per cent target, 
peaking below 3 per cent near the end of 2007, 
before returning to target by mid-2008. 


Summary of the Base-Case Projection* 
2006 2007 2008 | 2009 


Real GDP : : 2: : 2.8 
(quarterly growth or 

quarterly growth at 

annual rates)** 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


Total CPI 

(excluding the effect 
of changes in 
indirect taxes) 
(year-over-year 
percentage change) 


Figures in parentheses are from the January Monetary Policy 


Report Update. 


*“ For half and full years, the number reported is the average of the 
respective quarter-to-quarter percentage growth at annual rates. 

*““ Assumption for the price of West Texas Intermediate crude oil 
(US$ per barrel), based on an average of futures contracts over 


the two weeks ending 20 April 2007 


The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; 
email: publications@bankofcanada.ca; or visit our website: www.bankofcanada.ca 
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For Further Information about the Bank of Canada 


Publications 


Monetary Policy Report and Update 

A detailed summary of the Bank's policies and 
strategies, as well as a look at the current economic 
climate and its implications for inflation. The Report 
is published in April and October; the Update is 
published in January and July. Without charge. 


Business Outlook Survey 
Published quarterly. Without charge. 


Financial System Review 

Brings together the Bank’s research, analyses, and 
judgments on various issues and developments 
concerning the financial system. Published semi- 
annually. Without charge. 


Bank of Canada Review 
A quarterly publication that contains economic 
commentary and feature articles. By subscription. 


Bank of Canada Banking and Financial Statistics 
A comprehensive package of Canadian data. 
Published monthly. By subscription. 


Weekly Financial Statistics 
A 20-page package of banking and money market 
statistics. By subscription. 


For information about these and other 
publications, contact: 

Publications Distribution 

234 Wellington Street, Ottawa K1A 0G9 
Telephone: 613 782-8248 

Toll free in North America: 1 877 782-8248 
Fax: 613 782-8874 

Email: publications@bankofcanada.ca 


Internet 


www.bankofcanada.ca 


Provides timely access to press releases, speeches by 
the Governor, most of our major publications, and 
current financial data. 


Public Information 


For general information on the role and functions of 
the Bank, contact our Public Information Office. 


Telephone: 1 800 303-1282 
Fax: 613 782-7713 
Email: info@bankofcanada.ca 


For information on unclaimed balances: 
Telephone: 1 888 891-6398 

Fax: 613 782-7802 

Email: ucbalances@bankofcanada.ca 
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CANADA'S INFLATION-CONTROL STRATEGY* 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consis- 
tent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
agreed on a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. The inflation tar- 
get has been extended a number of times. In November 2006, the 
agreement was renewed for a period of five years to the end of 
2011. Under this agreement, the Bank will continue to conduct 
monetary policy aimed at keeping total CPI inflation at 2 per cent, 
with a control range of 1 to 3 per cent around the target. 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
uses a core measure of CPI inflation as an indicator of the underlying trend 
in inflation. This core measure excludes eight of the most volatile compo- 
nents of the CPI and adjusts the remaining components to remove the 
effect of changes in indirect taxes. 

See “Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of 


the Inflation-Control Target.” Press Release (23 November 2006) and Background Information. 
Reprinted in the Bank of Canada Review (Winter 2006-2007): 45-59. 
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This is a report of the Governing Council of the Bank of Canada: 
David Dodge, Paul Jenkins, Sheryl Kennedy, Pierre Duguay, 
David Longworth, and Tiff Macklem. 


Canada has enjoyed roughly 15 years of sustained economic 
growth, with low and stable inflation and increasingly 
healthy public finances ... At least part of the credit for our 
continued economic performance should go to our sound 
framework for macroeconomic policy, which includes the 
transparent monetary policy of inflation targeting ... as well 
as a sound fiscal policy. 


David Dodge 


Governor, Bank of Canada 
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1. OVERVIEW 


There have been a number of significant economic and financial de- 
velopments since the time of the July Monetary Policy Report Update. 
Against a backdrop of robust global economic expansion and strong 
commodity prices, growth in the Canadian economy has been stronger 
than projected with considerable momentum in domestic demand. The 
economy is now operating further above its production potential than 
had been previously expected. The core rate of inflation, which has 
been above 2 per cent for the past year, was 2.2 per cent in August. 
Total consumer price inflation fell temporarily in August to 1.7 per 
cent, having been above the 2 per cent inflation target since the spring. 

Since the July Update, the outlook for the U.S. economy has weak- 
ened because of greater-than-expected slowing in the housing sector. 
The Bank has revised down its projection for U.S. GDP growth to 1.9 per 
cent in 2007 and 2.1 per cent in 2008. U.S. growth is expected to pick up 
to 3 per cent in 2009. 

The Canadian dollar generally traded in a range of 93 to 
95.5 cents U.S. in July and August, but since then it has appreciated 
sharply to as high as US$1.03. In the Bank’s new base-case projection, 
the Canadian dollar is assumed to average 98 cents U.S., the midpoint 
of the range since the July Update. As well, there has been a tightening 
of credit conditions stemming from financial market developments this 
summer. For Canada, the Bank assumes that the cost of credit for firms 
and households relative to the overnight rate will be 25 basis points 
higher over the projection period than it was prior to the summer. 

Despite these tighter credit conditions, momentum in domestic de- 
mand in Canada is expected to remain strong. The combined effect 
of a weaker U.S. outlook and a higher assumed level for the 
Canadian dollar implies, however, that net exports will exert a 
more significant drag on the economy in 2008 and 2009 than pre- 
viously expected. As a result, the Canadian economy is projected to 
grow by 2.6 per cent in 2007, 2.3 per cent in 2008, and 2.5 per cent 
in 2009. 

With the economy moving back towards balance, and with the di- 
rect effect of the stronger Canadian dollar on consumer prices, core in- 
flation is projected to gradually decline to 2 per cent in the second half 
of 2008—slightly earlier than previously expected—and to remain 
there for the balance of the projection period. Higher energy prices are ex- 
pected to push total inflation up sharply in the fourth quarter of 2007 to 
about 3 per cent. Inflation is then expected to fall back to the 2 per cent 
target in the second half of next year and to stay there. 

A number of the risks identified in the July Update have been real- 
ized to some extent. Stronger household demand in Canada, a sharper 
adjustment in the U.S. housing sector, and a stronger Canadian dollar 
have been reflected in the Bank’s new base-case projection. 


This report includes information received up to the fixed announcement date on 
16 October 2007. 
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But significant upside and downside risks to the Bank’s inflation 
projection remain. On the upside, excess demand in the Canadian 
economy could persist longer than projected. This could come from 
two sources: higher growth in household spending than projected and 
lower growth in productivity than assumed. On the downside, if the 
Canadian dollar were to persist above the level of 98 cents U.S. as- 
sumed over the projection horizon for reasons not associated with 
stronger-than-projected demand for Canadian products, this would 
result in lower output and inflation. In addition, the effect of the past 
appreciation of the Canadian dollar on demand and inflation could be 
greater than expected, and the effect of the weakness in the U.S. hous- 
ing sector could be larger than projected. 

All factors considered, the Bank judges that the risks to its inflation 
projection are roughly balanced, with perhaps a slight tilt to the down- 
side. 

In addition, the duration and economic repercussions of recent 
financial market developments and the possibility of a disorderly un- 
winding of global imbalances represent an uncertainty for the outlook. 

Against this backdrop, the Bank left its key policy rate unchanged 
on 5 September and 16 October at 4.50 per cent. The Bank judges, at this 
time, that the current level of the target for the overnight rate is consis- 
tent with achieving the inflation target over the medium term. 
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2. RECENT DEVELOPMENTS IN INFLATION 


Inflation and the 2 per cent target 


The underlying rate of inflation has been above 2 per cent over 
the past year. Total CPI inflation, which has also been running 
above 2 per cent since the spring, fell temporarily to 1.7 per cent in 
August as a result of fluctuations in the prices of some of the more 
volatile components (Chart 1). 

The core rate of inflation,! a more reliable indicator of the 
underlying trend in inflation than total CPI inflation, has averaged 
2.3 per cent over the past few months, as projected in the July 
Update. This reflected ongoing pressures on production capacity in 
the economy. Other measures of the trend rate of inflation that the 
Bank monitors also stayed above 2per cent in July and August 
(Chart 2). The influence of strong domestic demand was particu- 
larly evident in the prices of core services (Chart 3). Shelter costs 
rose somewhat more strongly than projected, with greater-than- 
expected strength outside Alberta. Core food prices have also con- 
tinued to rise markedly, owing to the ongoing surge in the prices 
of grains and oilseeds. The downward pressure on the core rate 
coming from lower prices for many import-intensive goods (such 
as semi-durable and household durable goods) eased still further, 
but price discounting on automobiles increased. 

The 12-month rate of increase in the total CPI was below that 
projected, owing to the prices of some of the more volatile compo- 
nents. This included gasoline prices, which reflected narrower 
margins as a result of a faster-than-anticipated return of North 
American production to more normal levels following supply dis- 
ruptions last spring. Natural gas prices were also weaker. 

Key measures of inflation expectations remain close to 2 per 
cent. The average private sector forecast for total CPI inflation in 
2008 is just above 2 per cent. In the Bank’s autumn Business Out- 
look Survey, over 80 per cent of firms expected CPI inflation to be 
within a range of 1 to 3 per cent, on average, over the next two 


1. The core measure of inflation excludes eight of the most volatile compo- 
nents of the CPI and removes the effect of changes in indirect taxes on the 
remaining components. The eight volatile components are fruit, vegetables, 
gasoline, fuel oil, natural gas, intercity transportation, tobacco, and mortgage 
interest costs. 


2. CPIW is affected by changes in the GST and other indirect taxes. If this effect 


were removed, the rate of change of CPIW would have also been above 2 per 
cent from February to June of 2007. 


The underlying rate of 
inflation is running above 
2 Ver cent ..: 


... reflecting ongoing 
capacity pressures. 


Total cpl inflation eased 
temporarily to 1.7 per 
cent in August. 


Key measures of inflation 
expectations remain close 
to 2 per cent. 
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years. Consensus forecasts of inflation over the longer term con- 
tinued to be very close to 2 per cent. 


Consumer Price Index 


Year-over-year percentage change 


Total CPI 
Control range 
Target 


a 


Core CPI* 


1998 1999 2000 2001 2002 2003 2004 #2005 #2006 #«#=2007 


* 


CPI excluding eight of the most volatile components and the effect of changes in indirect 
taxes on the remaining components 


Chart 2 Core CPI and Other Measures of the Trend 
Inflation Rate 


Year-over-year percentage change 


Control range 


Core CPI CPIXFET 


2003 2004 2005 2006 2007 
* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component's variability, but does not exclude the effect of changes in indirect taxes. 
*“ CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 
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Chart 3 Goods* and Services** in the Core CPI, Excluding 
the Effect of Changes in Indirect Taxes 


Year-over-year percentage change 


Core services 


Core goods 


2003 2004 2005 2006 


* Excluding fruits, vegetables, gasoline, fuel oil, natural gas, and tobacco 
“ Excluding mortgage interest costs and intercity transportation 


Factors at work on inflation 


Aggregate demand 


Growth in Canada’s real GDP picked up markedly in the first 
half of 2007, rising at an annual rate of 3.7 per cent. At 3.4 per 
cent, the increase in real GDP in the second quarter was stronger 
than the 2.8 per cent projected in the July Update. This unexpected 
strength reflected stronger household spending and a smaller- 
than-expected drag from net exports. Available information for 
the third quarter suggests that final domestic demand remained 
strong but that the drag from net exports increased. Current data 
also suggest that real GDP is likely to have grown by about 
2.5 per cent, slightly less than the 2.7 per cent projected in the last 
Update. 

Final domestic demand continued to be the major contributor 
to GDP growth in the first half of 2007 (Chart 4). Real personal dis- 
posable income rose solidly, boosted by the strong labour market. 
Household net worth continued to rise, reflecting the improve- 
ment in Canada’s terms of trade and substantial increases in house 
prices. And household credit again increased considerably. These 
developments underpinned marked increases in household spend- 
ing, including residential investment (Technical Box 1). In contrast, 
the growth of capital spending by businesses slowed appreciably. 


3. As well, growth in the first quarter was revised up slightly to 3.9 per cent 
from the initial estimate of 3.7 per cent, with import volumes being revised 
down. 


Economic growth in Can- 
ada was stronger than 
expected in the first half 
of 2007. 


Final domestic demand 
continued to be the major 
contributor to GDP 
growth... 
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Technical Box 1 
Recent Developments in the Canadian Housing Market 


Since the beginning of the year, residential investment in Canada has contin- 
ued to show substantial momentum, supported by strong employment, sustained 
income growth, relatively low interest rates, and accommodative mortgage terms 
and conditions (Chart A). This momentum has exceeded the Bank’s expectations. 

Accompanying this robust activity has been greater-than-expected strength in 
prices, particularly in the resale market. Of note has been the large increase in 
resale house prices in the major markets in Alberta since 2005 (Chart B). While 
price increases have slowed in Calgary in 2007, with more supply coming on 
stream, they have accelerated in Edmonton and have only recently shown signs of 
stabilizing. Price increases in Alberta remain high relative to the national average. 
But, even as increases in house prices have eased in Alberta, some other major 
urban centres have seen renewed strength in resale prices in 2007. In particular, 
prices have shown considerable strength in Saskatchewan, boosted by favour- 


able economic conditions, positive net migration, and a limited supply of housing. 


Canadian homeowners have taken advantage of higher house prices in recent 
years to help finance consumption through home-equity borrowing. The Bank esti- 
mates that the increased use of such financing has been an important factor sup- 
porting growth in real household spending over the past few years. 


Chart A Chart B 
Housing Activity in Canada Canadian Resale House Prices 
Thousands of units at annual rates Year-over-year percentage change 
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Sources: Canadian Real Estate Association Source: Royal LePage 
and Canada Mortgage and Housing 
Corporation 
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In particular, spending in the oil and gas industry eased, largely as 
a result of the impact of lower natural gas prices on conventional 
drilling activity. 


Chart 4 Contribution to Real GDP Growth 


Percentage points, quarterly at an annual rate 


Final domestic 
demand 


fe Inventory 
investment 


Net exports 


2005 2006 2007 


Note: GDP estimates for the third quarter of 2007 are based on the Bank’s monitoring of 
current data. 


Canada’s total exports increased moderately in the first half of 
2007, with strong gains in exports of energy commodities and 
products. Weaker sales of U.S. motor vehicles, however, contrib- 
uted to a decrease in Canadian exports of automotive products, 
while the downturn in the U.S. housing market held back exports 
of forest products. At the same time, imports rose more strongly 
than exports, reflecting the strength of domestic demand and the 
appreciation of the Canadian dollar over the past few years. 

Nevertheless, the drag on growth coming from net exports in 
the second quarter of 2007 was less than expected. This outcome 
appears to have been caused by transitory developments, since 
early information for the third quarter points to a marked 
reduction in net exports. 


Aggregate supply 


Hours worked in the business sector showed a year-over-year 
rise of 1.6 per cent in the second quarter of 2007, slightly less than 
the average growth over the previous three years. This slight 
reduction in the growth of hours worked mainly reflected a 
decrease in the average workweek, while job creation remained 
relatively robust. 

Labour productivity growth in the business sector rose at 
0.9 per cent at annual rates in the second quarter of this year, 
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which was still modestly lower than the average growth over the 
2004-06 period (Chart 5). This may be partly attributable to the 
shift of labour and capital towards the production of both com- 
modities and non-tradable goods and services, since labour and 
capital may be somewhat less productive during such a period of 
adjustment. In the resource sector, relatively high commodity 
prices continued to encourage the production of resources that are 
more costly to extract, lowering productivity from what would 
have otherwise been the case. 


Chart 5 


Unit Labour Costs and Labour Productivity: 
Business Sector 
Year-over-year percentage change 


Labour compensation 
per person-hour* 


Output per 


Unit labour costs person-hour 


1999 2000 2001 2002 2003 2004 2005 2006 2007 


* Labour compensation includes the labour income of paid workers plus imputed labour 


income for self-employed workers. 
Source: Statistics Canada Daily 


The Bank estimates potential output over history by decom- 
posing movements in labour supply and labour productivity into 
their trend and cyclical components. After updating its conven- 
tional measure with the most recent information, the Bank esti- 
mates that potential output growth over the 2004-06 period 
averaged about 2.5 per cent, marginally less than previously 
estimated. 


Estimated pressures on capacity 


Most indicators suggest that the Canadian economy is operat- 
ing further above its production potential than was projected at 
the time of the July Update. 

The Bank’s autumn Business Outlook Survey showed that the 
percentage of firms reporting that they would have difficulty in 
meeting an unanticipated increase in demand remained at a high 
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level (Chart 6). The Bank’s conventional measure of the output 
gap indicates that the economy was operating about 0.8 per cent 
above its production potential in the third quarter of 2007 
(Chart 6), slightly higher than projected in the July Update.* On the 
other hand, Statistics Canada’s measure of capacity utilization in 
the non-farm, goods-producing sector indicated that pressure on 
production capacity was somewhat below average in the second 
quarter of 2007. However, the fact that the core rate of inflation 
has averaged above 2 per cent since September 2006 supports the 
assessment that the economy was operating above its production 
capacity. 


Chart 6 Estimated Output Gap and the Response to 
Business Outlook Survey Question on Capacity 
Pressures 


Output gap* 
(right scale) 
Some and significant i 


difficulty** 
(left scale) i! 


2002 2003 2004 2005 2006 2007 


Difference between actual output and estimated potential output. The estimate for 

the third quarter of 2007 is based on a projected rise in output of 2.5 per cent (at 
annual rates) for the quarter. 

Percentage of firms indicating that they would have either some or significant difficulty 
meeting an unanticipated increase in demand/sales 


In September, the employment-to-population ratio matched a 
record high, while the unemployment rate was at a 33-year low. 
All measures of wages have picked up in recent months and are 
now more consistent with other indicators of tightness in labour 
markets. The 12-month change in average hourly earnings of per- 
manent workers reported by Statistics Canada in the Labour Force 


4. The level of excess demand in the third quarter of 2007, estimated using the 
Bank’s conventional measure, is about 0.2 percentage points higher than pro- 
jected in the July Update. This increase reflects a small upward revision in the 
projected level of real GDP in the third quarter and a small reduction in the 
estimated level of production capacity. 


15 


The Governing Council 
judges that the economy 
was operating about 

3/4 of a per cent above its 
production capacity in 
the third quarter of 2007. 


The prices of non-energy 
commodities have eased 
slightly since the peak 
reached last May... 


BEACON -Ki-O FP eG AINcAveo 


Survey (considered to be a good indicator of the underlying 
change in aggregate wages) moved back up to between 3 and 
4 per cent over the June to September period (Chart 7). The year- 
to-year rise in hourly labour compensation from Statistics Can- 
ada’s Productivity Accounts—a more volatile indicator—also 
increased even more markedly to 5.7 per cent in the second quar- 
ter of 2007 (Chart 5). With the strong gains in hourly compensa- 
tion in the business sector, unit labour costs in the second quarter 
of 2007 were up 4.8 per cent from their level a year earlier. The 
percentage of firms reporting labour shortages in the Bank’s 
autumn survey was up from the preceding survey. 

After reviewing all the indicators of capacity pressures, it is 
the Governing Council’s judgment that, overall, the economy was 
operating about 3/4 of a per cent above its production capacity in 
the third quarter of 2007. 


Chart 7 Wage Settlements and Average Hourly Earnings 


Effective annual increase in base wage rates for newly negotiated 
settlements 


Average hourly earnings 
of permanent workers* 
(year-over-year percentage change) 


Private 
sector** 


Public sector** 


1998 1999 2000 2001 2002 2003 2004 #2005 =.2006 #£#=2007 


* Source: Statistics Canada Labour Force Information 
** Source: Human Resources Development Canada. The last data point plotted is the 
average of July and August 2007. 


Commodity and output prices and the terms of trade 


Over the past few months, global prices for non-energy commodi- 
ties have eased a little from the peak reached in May, but, overall, 
remain at high levels (Chart 8). Metals prices fell back, partly reflecting 
the tightening in global credit conditions, but have since recovered. As 
well, the ongoing downturn in the U.S. housing market has contrib- 
uted to further reductions in the demand for lumber. In contrast, grains 
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Chart 8 Bank of Canada Commodity Price Index 
1982-90 = 100 


—— Energy (Can$) 
——~ Non-energy (US$) 
—— Non-energy (Can$) 


1998 1999 2000 2001 2002 2003 2004 2005 2006 #2007 


and oilseeds prices have continued to strengthen, owing mainly to the 
impact of unfavourable weather conditions on global supplies. 

The price of light crude oil (West Texas Intermediate), which 
was about US$72 per barrel at the time of the July Update, aver- 
aged US$81 in the 10 days ending on 12 October 2007. This 
increase chiefly reflected the combination of continued vigorous 
global demand and relatively little adjustment in short-term supply. 

Canada’s terms of trade rebounded in the first half of 2007, 
reflecting substantial gains in the prices of non-energy commodities 
(Chart 9). As a result, the four-quarter change in the chain price index 
for GDP (a broad price measure of the goods and services produced in 
Canada) increased from 0.9 per cent in the fourth quarter of 2006 to 
3.5 per cent in the second quarter of 2007 (Chart 10). With the chain 
price index for domestic demand growing at a slower 2.5 per cent 
pace in the second quarter, this implies a boost in real incomes in 
Canada. 

The terms of trade are expected to stay high in the second half 
of 2007, and this should contribute to sustained growth in nominal 
GDP and, hence, in corporate profits and government tax revenues. 


LS 


... but crude oil prices 
have moved up. 


A rebound in the terms of 
trade will support income 
growth through 2007. 
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Chart 9 Terms of Trade 
The price of exports relative to the price of imports (2002 = 100) 


1998 1999 2000 2001 2002 2003 2004 2005 #2006 #2007 


Chart 10 Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 


Chain price index 
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3. FINANCIAL DEVELOPMENTS 


In recent months, greater-than-anticipated losses related to 
U.S. subprime mortgages have triggered a number of develop- 
ments in global financial markets. There has been greater uncer- 
tainty about the valuation of structured financial products, and 
investors have shifted into lower-risk government bonds and 
treasury bills, causing credit spreads to increase. Financial institu- 
tions and businesses in major industrialized countries, including 
Canada, have faced higher short-term interest rates (Chart 11). 
Against the background of these developments, the Bank of Can- 
ada has undertaken routine operations on a number of occasions 
to provide liquidity in support of the efficient functioning of Can- 
ada’s financial markets and to maintain the overnight rate close to 
the 4.50 per cent target (Technical Box 2). Although the disloca- 
tions in financial markets have diminished somewhat since 
August, heightened uncertainty is still affecting money markets. 


Chart 11. Canadian Short-Term Interest Rates 


% 
6.0 


Three-month corporate paper 

5.5 Three-month bankers acceptances 
Three-month treasury bills 
Overnight rate 


Credit conditions 


Canadian financial institutions are facing substantially 
increased funding needs. With the recent disruptions in securitiza- 
tion markets, banks have taken steps to support their own asset- 
backed commercial paper programs and, as a result, most are 
holding substantially higher-than-normal amounts of this paper in 
inventory. In addition, banks are being called upon to provide 
loans and backup credit under pre-committed lines to corpora- 
tions that have stopped accessing market funding. While Canadian 
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Technical Box 2 
Implementing Monetary Policy: Targeting the Overnight Rate 


The Bank of Canada’s monetary policy implementation framework centres on 
keeping the overnight rate close to its target.! The Bank’s primary influence on the 
overnight rate is through the 50-basis-point operating band, reinforced through its 
standing facilities for loans and deposits. In order to reinforce the target when the over- 
night rate deviates from it, the Bank uses open market buyback operations and changes 
in the level of settlement balances provided to the financial system. If the overnight rate 
is generally trading above the target rate, the Bank will intervene with special purchase 
and resale agreements (SPRAs). If the overnight rate is generally trading below the tar- 
get rate, the Bank will intervene with sale and repurchase agreements (SRAs). In addi- 
tion, to influence the overnight rate, the Bank can adjust the targeted level of settlement 
balances higher or lower than the typical $25 million setting. 

SPRAs are routinely conducted around month-, quarter-, and year-end periods, and 
when large payment flows are going through the system. The Bank used SPRAs, SRAs, 
and adjustments to settlement balances, as appropriate, during episodes in 1999, during 
the transition to the Large Value Transfer System (LVTS), and in early 2006, when there 
was persistent downward pressure on the overnight rate. 

Since early August, the Bank has again been using these tools to counter upward 
pressure on the overnight rate and keep it close to target. 


Special Purchase and Resale Agreements and 
Settlement Balances 


$ millions 
1,800 
1,600 Canadian overnight repo 


SPRAs (left scale) rate average (CORRA) 
1,400 (right scale) | 


1,200 Target settlement Target for the 
balances overnight rate 
1,000 (left scale) (right scale) 


September October 
2007 


1. See “The Bank of Canada’s Target for the een Interest Rate: Policy Implementation Frame- 


work,” appendix to an article by Christopher Reid in the spring 2007 issue of the Bank of Canada 
Review, available at http://www.bankofcanada.ca/en/monetary /monetary_framework.html. 
Further information is available at http: //www.bankofcanada.ca/en/I|vts/Ivts_primer_2007.pdf. 


18 


Veco Ere ky POL Com TRA OR toe rPORER 20.0 7 


banks have sufficient capital and liquidity available to meet their 
funding commitments, they are incurring higher funding costs, 
which have led to tighter credit conditions. This tightening is 
reflected in the price, availability, and terms of credit for busi- 
nesses and households (Technical Box 3). For some businesses, 
however, the upward pressure on the overall cost of capital ema- 
nating from higher borrowing costs has been mitigated somewhat 
by some downward pressure on the cost of equity financing, given 
buoyant stock markets. 

Growth of both business and household credit accelerated in 
July and August from already robust levels (Chart 12). Since then, 
banks have modestly tightened their terms of credit to firms and 
the pricing of credit to both firms and households. These develop- 
ments are likely to have a dampening effect on borrowing. 


Chart12 Business and Household Credit 


Year-over-year percentage change 


Household credit 
Historical average 
of household credit 
from 1992 to present 


Historical average 


Business credit of of business credit 
from 1992 to present 
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Growth of the broad monetary aggregates has remained robust 
since the July Update and points to upward pressure on inflation 
through 2008 (Chart 13). 
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Technical Box 3 
The Cost and Availability of Credit in Canada 


Credit conditions in Canada have tightened since late July, reflecting a repric- 
ing of risk as investors have become less willing to hold a wide variety of private 
sector securities, most notably asset-backed commercial paper (ABCP). The degree 
of tightening in terms of changes in the availability and cost of financing for finan- 
cial institutions, firms, and households is difficult to estimate. Since the situation 
is still evolving, estimates are subject to a high degree of uncertainty. But what is 
clear is that the costs of borrowing from the market or from banks has increased, 
and credit conditions have tightened. 

The cost of funding for Canadian banks through various market instruments 
has risen 10 to 35 basis points relative to the rates observed at the end of July. 
Increases in the costs of deposits have been more modest. 

Some borrowing rates posted by financial institutions have increased over the 
past few months. Effective borrowing rates for both business and consumers have 
also increased as the extent to which discounts on posted rates offered to house- 
holds and businesses, such as the prime rate, have diminished. In addition, some 
financial institutions have increased covenants on new loans, and others have indi- 
cated some reduction in new loan originations. All told, the effective costs of 
household and business loans from financial institutions are estimated to have 
increased by about 20 to 35 basis points. 

Businesses’ cost of borrowing through financial markets has also increased 
somewhat since July. The overall cost of issuing short-term market debt is esti- 
mated to have increased by roughly 20 to 30 basis points. Based on observed 
prices, the cost of long-term debt is estimated to have remained largely unchanged, 
but the actual amount of issuance has been relatively small and remains limited to 
investment-grade borrowers.! As a result, observed prices likely do not fully reflect 
actual borrowing conditions. When the different components of bank and market 
borrowing are aggregated, the weighted average cost of borrowing for non-finan- 
cial firms has increased by at least 15 to 25 basis points. 

Overall, the cost of borrowing for households and businesses is estimated to be 
about 25 basis points higher, relative to the overnight rate, than it was prior to the 
summer developments, and availability and terms of credit have tightened mod- 
estly. 


1. Given that the yields on government debt have fallen slightly more than the increase in risk spreads 
over the past few months, the interest cost on corporate debt to investment-grade corporations has 
fallen. 
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Chart 13 


Core Inflation and Broad Money Growth 


Year-over-year percentage change 


Core CPI 


M2++* (right scale) 


(left scale) 
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* Growth in M2++ one year earlier. M2++ has been adjusted to remove the effect of 
clone funds. 


Policy interest rates and exchange rates 


In the United States, the Federal Reserve lowered the target for 
the federal funds rate by 50 basis points on 18 September, and 
short-term rates embody expectations of a further modest reduc- 
tion in coming months. Markets are pricing in a likelihood of a 
modest hike in policy rates by the European Central Bank and the 
Bank of Japan in coming months (Chart 14). In Canada, market 
expectations, based on short-term interest rates, currently suggest 
little change in the policy rate in the coming months. 

Through July and August, the Canadian dollar generally 
traded in the range of 93 to 95.5 cents U.S. assumed in the July 
Update, but since then has appreciated sharply, moving as high as 
US$1.03 (Chart 15). The recent movement partly reflects the broad- 
based weakness in the U.S. dollar (against the currencies of its 
main trading partners with flexible exchange rates). This has 
occurred against the background of a weaker outlook for eco- 
nomic growth and inflation and a lower policy interest rate in the 
United States. In addition, the Canadian dollar continues to be 
supported by firm commodity prices, particularly oil, and strong 
domestic demand. That said, the magnitude of the recent appreci- 
ation appears to have been stronger than historical experience 
would have suggested. 
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Chart 14 Official Policy Rates and Forward Interest Rates* 
Daily 


United States! 


. 
. 
ae 
ees SRG Beeanae, 


Euro zone 


2005 2006 2007 


* 


Solid lines are official interest rates, and dotted lines are forward overnight interest rates. 
No adjustments are made for term premiums. 

1. U.S. forward overnight rates based on prices of federal funds futures 

2. Canadian, euro zone, and Japanese forward overnight rates based on the implied 
forward rate derived from the respective overnight index swap markets 
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4. [HE OUTLOOK 


This section describes the Bank’s outlook for the global and 
Canadian economies through 2009. Underlying the base-case pro- 
jection are a number of key assumptions. First, it is assumed that 
over the projection period, the Canadian dollar will average 
98 cents U.S., the midpoint of the range since the July Update of 
93 to 103 cents U.S. Second, energy prices are assumed to evolve 
along a path that is consistent with current futures prices. Third, 
global credit conditions are assumed to remain tighter. For Can- 
ada, it is assumed that the cost of credit to firms and households, rela- 
tive to the overnight rate, will remain around 25 basis points higher 
overall than it was prior to the recent financial market turbulence. 
Fourth, trend labour productivity in Canada is assumed to grow at 
1 1/2 per cent over the projection period. Finally, an orderly adjustment 
of global imbalances is assumed. 


International background 


The global economy expanded at a strong pace in the first 
three quarters of 2007, led by developing economies. Annual aver- 
age global economic growth for 2007 is now projected to be some- 
what higher than in the July Update. Over 2008 and 2009, the 
strength of global economic growth is still expected to ease mod- 
estly (Table 1). 


Table 1 Projection for Global Economic Growth 


Share Expected growth (per cent)? 


of real 
global Projection 


GDP* 


(per cent) 


a. GDP shares are based on the purchasing-power-parity (PPP) valuation of country GDPs 
for 2006. Source: IMF, WEO Database, April 2007 

b. Numbers in parentheses are projections used for the July 2007 MPR Update. 

c. NIEs are newly industrialized economies. These include Hong Kong (Special 
Administrative Region), South Korea, Taiwan (Province of China), and Singapore. 

Source: Bank of Canada 
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Economic growth in Japan and the euro zone has been slightly 
weaker than expected, but the slowdown in investment that 
underlies this weakness is likely to be short lived, since business 
balance sheets and profits are generally strong. In addition, ongo- 
ing improvements in labour markets will continue to support 
household spending. Overall, economic growth in Japan and the 
euro zone is expected to be close to their growth in potential over 
the next few years, despite some near-term effects related to cur- 
rent financial conditions and weaker U.S. demand. Economic 
growth in the United Kingdom has been stronger than anticipated 
in the first half of the year, but recent financial events are expected 
to slow growth to closer to potential over the near term. 

In China and emerging Asia, growth remains strong. Inflation- 
ary pressures appear to be building in China, with higher prices 
for basic commodities such as food and energy. Chinese authori- 
ties have implemented measures to restrain aggregate demand 
and price increases, although further actions are assumed. 

The projection for U.S. GDP growth has been revised down to 
1.9 per cent in 2007 and 2.1 per cent in 2008, considerably weaker 
than the 2.1 and 3.0 per cent projected in the July Update. The 
economy is then expected to rebound in 2009. The outlook for the 
U.S. economy now incorporates a more pronounced and _ pro- 
tracted slowdown in domestic demand. The recent evidence of 
larger-than-expected declines in activity in the U.S. housing sector 
implies a deeper and more prolonged adjustment in residential 
investment relative to earlier projections. The weakness in the housing 
sector is expected to reduce other consumption expenditures, but 
this impact will be somewhat mitigated by the recent lowering of 
U.S. interest rates. At the same time, the cumulative real effective 
depreciation of the currency will continue to boost U.S. net 
exports and will also provide some offset to the weaker domestic 
demand overall. In light of recent downward revisions to histori- 
cal growth in real GDP and labour productivity in the United 
States, the Bank has revised down its estimate of potential output 
growth to 2.8 per cent for 2007 and to 2.6 per cent over the rest of 
the projection period. This implies that the excess supply currently 
present in the U.S. economy is expected to be eliminated by the 
end of 2009. 

Consistent with the outlook for global growth, the price index 
for non-energy commodities is expected to decline somewhat over 
the projection horizon but still be higher than was anticipated in 
the July Update. In particular, increases in the global capacity to 
produce metals are likely to be slower than was earlier expected, 
but some further modest easing of prices from the very high level 
reached in the second quarter is still projected. The prices for 
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grains and oilseeds are now expected to be higher than previously 
envisaged, while lumber prices are expected to remain low. 

Spot prices and futures prices for crude oil have moved up 
since July (Chart 16). Prices for crude oil are expected to be near 
US$80 per barrel through early 2008, before easing to around 
US$74 per barrel in 2009. On the other hand, futures prices for 
natural gas are lower than in the last Update, especially over the 
near term. 


Chart16 Crude Oil and Natural Gas: Spot and Futures Prices 
Monthly 
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* Spot price for crude oil (12 October 2007) 
¢ Spot price for natural gas (12 October 2007) 
T Based on an average of futures contracts over the 10 days ending 12 October 2007 


Aggregate demand and supply in Canada 


The Bank’s current base-case projection for Canada, when 
compared with that in the July Update, sees the level of economic 
activity higher at mid-2007, but growth somewhat weaker through 
the second half of 2007 and the first half of 2008 (Table 2). Contin- 
ued robust growth in incomes, supported by high commodity 
prices and tight labour markets, is expected to sustain robust 
growth in domestic demand. But three factors are expected to 
dampen the projection for GDP growth: the weaker U.S. economic 
outlook, the higher assumed level for the Canadian dollar and, to 
a much lesser degree, the impact of the modest tightening of 
credit conditions. Quarterly growth is expected to average just 
over 2 per cent in the second half of 2007 and the first half of 2008, 
before edging up close to the growth of production capacity by 
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Table 2. Contributions to Average Annual Real GDP Growth 
Percentage points* 


Consumption 


Housing 


Government 


Business fixed investment 


Subtotal: Final domestic ee ee 4 (4. 4 oe 3.0 (3.4) _ 1) Sh) (ET) 


Exports 0.4 (0.9) 


Imports +1.0'(-1:2) 
Subtotal: Net exports 


Inventories 


GDP 


* Figures in parentheses are from the base-case projection in the July Monetary Policy 
Report Update. 


the beginning of 2009 (Chart 17). GDP growth, on an average 
annual basis, is projected at 2.6 per cent in 2007, before easing to 
2.3 per cent in 2008 and then moving up to 2.5 per cent in 2009. 

Growth in final domestic demand is expected to continue to 
contribute importantly to economic expansion in the second half 
of 2007 and through 2008 and 2009. 

Consumer spending is projected to grow solidly over the pro- 
jection period as a result of ongoing gains in both real disposable 
income and household net worth. Housing investment, after a fur- 
ther moderate increase to a very high level this year, is projected 
to decline slightly in 2008. In this base-case outlook, the tightening 
of credit conditions is tempering the momentum in household spend- 
ing. 

The tightening of credit conditions is also expected to lead some 
businesses to postpone some capital spending into 2009. Factors con- 
tributing to continued growth in business investment include 
pressures on production capacity, high levels for many commodity 
prices, strong profitability and solid balance sheets, and decreased 
prices of imported machinery and equipment. 

The real growth of government spending on goods and serv- 
ices is expected to average just under 3 per cent through 2009. 

While the growth in imports is expected to be robust over the 
projection period, the growth of Canadian exports is expected to 
be weak, owing to the projected slower growth of U.S. domestic 
demand to the end of 2008 and to the higher assumed level of the 
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Chart 17 Real Gross Domestic Product for Canada* 
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* The broken line and bars indicate the base-case projection. 


Canadian dollar. In particular, the tightening of credit conditions 
in the U.S. mortgage market will have a larger and more persistent 
adverse impact on demand for Canadian exports, especially build- 
ing materials and consumer goods.’ On balance, net exports are 
expected to exert a larger drag on overall growth than was the 
case in the last Update. 

With labour supply growth declining by about 0.1 per cent per 
year from 11/4 per cent in 2008, and trend productivity assumed 
to grow at a rate of 11/2 per cent, the assumption for potential 
output growth is 2.8 per cent in 2008 and 2.7 per cent in 2009, as in 
the July Update. 

The degree of pressure on production capacity at the begin- 
ning of the projection period is slightly higher than in the July 
Update. With these growth profiles for GDP and potential output, 
the economy would remain in excess demand through to early 
2009. In this base-case projection, there is no change in the policy 
interest rate. The effects of a weaker U.S. outlook and the higher 
assumed Canadian dollar, combined with a modest tightening in 
credit conditions, more than offset the stronger momentum in 
domestic demand, bringing aggregate demand back into line with 
ageregate supply a little more quickly than projected in the July 
Update. 


5. The Bank’s base-case projection for the United States incorporates a 
decrease in real residential investment of about 15 per cent in 2007 and 11 per 
cent in 2008. Estimates based on reduced-form models suggest that, all else 
being equal, this would translate into an adverse impact on Canadian real GDP 
of about 0.4 percentage points in 2007 and 0.3 percentage points in 2008. See 
Technical Box 1 in the April Monetary Policy Report for a similar analysis. 
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The Canadian economy is 
projected to remain in 
excess demand through to 
early 2009. 


Core inflation is expected 
to return to 2 per cent in 
the second half of 2008. 


Total cPI inflation is 
expected to move up tem- 
porarily to about 3 per 
cent in late 2007 and then 
move back close to 2 per 
cent in the second half of 
2008. 
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The outlook for inflation 


The core rate of inflation is expected to remain above 2 per 
cent through mid-2008, and then ease to 2 per cent in the second 
half of next year, staying there for the remainder of the projection 
period (Table 3). With weaker economic growth, excess demand 
pressures are expected to gradually dissipate. This should contrib- 
ute to more moderate growth in the price of services, and the con- 
tribution to inflation coming from rising house prices is expected 
to diminish. The direct impact of the stronger Canadian dollar is 
also expected to contribute to modest additional downward pres- 
sure on inflation through lower import prices, and, as a result, the 
core rate is expected to return to the 2 per cent target a little ear- 
lier than in the last Update. 


The outlook for the 12-month rate of increase in the total CPI 
reflects both the slightly revised projected track for core inflation 
and expectations for energy prices. Total CPI inflation in the first 
half of 2008 is somewhat higher than in the last Update, owing to 
higher futures prices for crude oil. Total CPI inflation is expected to 
rise sharply over the remainder of this year to about 3 per cent in the 
fourth quarter. This reflects both the impact of the reduction in gaso- 
line prices in late 2006 and the recent rise in spot and futures prices 
for crude oil, although this latter effect is tempered by the exchange 
rate appreciation and narrower margins seen recently. Thereafter, 
total CPI inflation is expected to move back close to the 2 per cent 
target in the second half of 2008 and stay there over the remainder 
of the projection period. 
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Table 3 Summary of the Base-Case Projection* 


2007 


Real GDP 
(quarterly growth or average 
quarterly growth at annual rates)** 


Real GDP 
(year-over-year percentage change) 


Core inflation 
(year-over-year percentage change) 


Total CPI 
(year-over-year percentage change) 


Total CPI 

(excluding the effect of changes 

in indirect taxes) 

(year-over-year percentage change) 


* 


Figures in parentheses are from the July Monetary Policy Report Update. 

** For half and full years, the number reported is the average of the respective quarter-to- 
quarter percentage growth at annual rates. 

*“* Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on an 

average of futures contracts over the two weeks ending 12 October 2007 


Risks to the outlook 


There have been a number of significant economic and finan- 
cial developments since the July Update. Reflecting these develop- 
ments, a number of the risks to the Bank’s projection identified at 
that time have been realized to some extent. Stronger household 
demand, a sharper adjustment in the U.S. housing sector, and a 
stronger Canadian dollar have been reflected in the Bank’s new 
base-case projection. This being said, significant upside and down- 
side risks to the Bank’s projection for inflation remain. 

On the upside, the excess demand in the domestic economy 
may persist longer than projected, putting upward pressure on 
inflation. This risk could come from two sources: higher growth in 
household spending than projected and lower growth in produc- 
tivity than assumed. The solid growth in household income, the 
acceleration in the growth of household credit and broad mone- 
tary aggregates, and the continued strength in house prices all 
point to the risk of greater momentum in household spending. 
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The main upside risk 
relates to the persistence 
of excess demand in the 
economy. 


The main downside risk is 
that the Canadian dollar 
could be persistently 
higher than the assumed 
average level. 


The risks to the inflation 
projection are roughly 
balanced, with perhaps a 
slight tilt to the down- 
side. 
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Weaker growth in labour productivity would translate into lower 
potential output growth than assumed in the base-case projection 
and, hence, greater upward pressure on unit labour costs and 
inflation. 

On the downside, if the Canadian dollar exchange rate were to 
persist above the assumed level of 98 cents U.S. over the projec- 
tion horizon for reasons not associated with stronger-than-pro- 
jected demand for Canadian products, Canadian output and 
inflation would be lower. In addition, the base-case projection 
might underestimate the implications for demand for Canadian 
goods and services of the cumulative effect of the past apprecia- 
tion of the exchange rate, given the considerable adjustment it 
entails for the Canadian economy. Prices for consumer goods 
could be lower than projected if competitive pressures induce a 
greater pass-through of the exchange rate appreciation. There is 
also a possibility that the more pronounced slowdown in the U.S. 
housing sector could have a larger-than-projected impact on con- 
sumption, further reducing U.S. demand for Canadian exports. 

All factors considered, the Bank judges that the risks to the 
projection for inflation are roughly balanced, with perhaps a slight 
tilt to the downside. 

The future evolution and economic repercussions of ongoing 
global financial market developments represent an uncertainty for 
the outlook. There also remains a small probability of a disorderly 
resolution of global imbalances. 


The Bank of Canada’s Monetary Policy Report is published semi- 
annually in April and October. Regular Updates are published in 
July and January. Copies of the full Report, the Summary, and the 
Update may be obtained by contacting Publications Distribution, 
Communications Department, Bank of Canada, Ottawa, Ontario, 
Canada K1A 0G9. 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; 
email: publications@bankofcanada.ca 
website: www.bankofcanada.ca 
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Monetary Policy Report 


Summary 


October 2007 


This is a summary of the Monetary Policy Report of the Governing Council of the Bank of Canada. 


The Report is based on information received up to the fixed announcement date on 16 October 2007. 


Overview 


There have been a number of significant 
economic and financial developments since 
the time of the July Monetary Policy Report 
Update. Against a backdrop of robust global 
economic expansion and strong commodity 
prices, growth in the Canadian economy 
has been stronger than projected with con- 
siderable momentum in domestic demand. 
The economy is now operating further 
above its production potential than had 
been previously expected. The core rate of 
inflation, which has been above 2 per cent 
for the past year, was 2.2 per cent in August. 
Total consumer price inflation fell tempo- 
rarily in August to 1.7 per cent, having been 
above the 2 per cent inflation target since 
the spring. 

Since the July Update, the outlook for the 
U.S. economy has weakened because of 
greater-than-expected slowing in the hous- 
ing sector. The Bank has revised down its 
projection for U.S. GDP growth to 1.9 per 
cent in 2007 and 2.1 per cent in 2008. U.S. 
growth is expected to pick up to 3 per cent 
in 2009. 

The Canadian dollar generally traded in 
a range of 93 to 95.5 cents U.S. in July 
and August, but since then it has appreciat- 
ed sharply to as high as US$1.03. In the 
Bank’s new base-case projection, the Cana- 
dian dollar is assumed to average 98 cents, 
the midpoint of the range since the July Up- 
date. As well, there has been a tightening of 
credit conditions stemming from financial 
market developments this summer. For 


Canada, the Bank assumes that the cost of 
credit for firms and households relative to 
the overnight rate will be 25 basis points 
higher over the projection period than it was 
prior to the summer. 

Despite these tighter credit conditions, 
momentum in domestic demand in Canada 
is expected to remain strong. The combined 


Highlights 


The Canadian economy is operating 
further above its production capacity 
than previously expected. 


Momentum in domestic demand is 
projected to remain strong, but net 
exports will exert more of a drag. 


Canadian GDP is projected to grow by 
2.6 per cent in 2007, 2.3 per cent in 2008, 
and 2.5 per cent in 2009. 


Both core and total inflation are expected to 
return to 2 per cent in the second half of 2008. 


There are significant upside and downside 
risks to the Bank’s inflation projection that 
are judged to be roughly balanced, with 
perhaps a slight tilt to the downside. 


The Bank judges, at this time, that the 
current level of the target for the 
overnight rate is consistent with achieving 
the inflation target over the medium term. 
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effect of a weaker U.S. outlook and a 
higher assumed level for the Canadian 
dollar implies, however, that net exports 
will exert a more significant drag on the 
economy in 2008 and 2009 than previ- 
ously expected. As a result, the Canadian 
economy is projected to grow by 2.6 per 
cent in 2007, 2.3 per cent in 2008, and 
Zo percent 12009. 

With the economy moving back to- 
wards balance, and with the direct effect of 
the stronger Canadian dollar on consumer 
prices, core inflation is projected to gradual- 
ly decline to 2 per cent in the second half of 
2008—slightly earlier than previously ex- 
pected—and to remain there for the balance 
of the projection period. Higher energy prices 
are expected to push total inflation up 
sharply in the fourth quarter of 2007 to 
about 3 per cent. Inflation is then expected 
to fall back to the 2 per cent target in the sec- 
ond half of next year and to stay there. 

A number of the risks identified in the 
July Update have been realized to some ex- 
tent. Stronger household demand in Canada, 
a sharper adjustment in the U.S. housing 
sector, and a stronger Canadian dollar have 
been reflected in the Bank’s new base-case 
projection. 

But significant upside and downside 
risks to the Bank’s inflation projection 
remain. On the upside, excess demand in 
the Canadian economy could persist longer 
than projected. This could come from two 
sources: higher growth in household spend- 
ing than projected and lower growth in pro- 
ductivity than assumed. On the downside, if 
the Canadian dollar were to persist above 
the level of 98 cents U.S. assumed over the 
projection horizon for reasons not associated 
with stronger-than-projected demand for 
Canadian products, this would result in 
lower output and inflation. In addition, the 
effect of the past appreciation of the Canadian 
dollar on demand and inflation could be 
greater than expected, and the effect of the 
weakness in the U.S. housing sector could 
be larger than projected. 

All factors considered, the Bank judges 
that the risks to its inflation projection are 
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roughly balanced, with perhaps a slight tilt 
to the downside. 

In addition, the duration and economic 
repercussions of recent financial market de- 
velopments and the possibility of a disor- 
derly unwinding of global imbalances 
represent an uncertainty for the outlook. 

Against this backdrop, the Bank left its 
key policy rate unchanged on 5 September 
and 16 October at 4.50 per cent. The Bank 
judges, at this time, that the current level of 
the target for the overnight rate is consistent 
with achieving the inflation target over the 
medium term. 


Recent Developments 


Total consumer price inflation fell tem- 
porarily to 1.7 per cent in August, after re- 
maining above the 2 per cent target since the 
spring. The August dip reflected unexpect- 
ed softness in the prices of some of the most 
volatile components of the index, particular- 
ly gasoline and natural gas. The core rate of 
inflation has remained above 2 per cent for 
the past year, reflecting ongoing pressures 
on production capacity in the economy. In 
August, core inflation was 2.2 per cent. 
Signs of strong domestic demand were seen 
in the rising costs of services, including shelter- 
related costs. Core food prices have also ris- 
en sharply, reflecting higher prices for 
grains and oilseeds. 
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causing credit spreads to widen and fund- 
ing costs for financial institutions to rise. As 
a result, credit conditions have tightened 
since late July, with financial institutions 


Real Gross Domestic Product for Canada* 


Quarter-over-quarter 


Year-over-year 


percentage change, 
at annual rates 
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* The broken line and bars indicate the base-case projection. 


Growth in the Canadian economy over 
the first half of the year was stronger than 
earlier projected. Real GDP growth was 
3.4 per cent in the second quarter, higher 
than the 2.8 per cent projected in the July 
Update. Final domestic demand continued 
to be the main driver of growth in the first 
half, underpinned by growth in disposable 
income, a strong increase in household 
credit, and gains in household net worth 
that reflected rising house prices and Canada’s 
improved terms of trade. 

Canadian exports increased modestly in 
the first half of 2007, but imports grew more 
vigorously, reflecting the strength of do- 
mestic demand. Currently available infor- 
mation suggests that the economy grew at an 
annual rate of 2.5 per cent in the third quar- 
ter, slightly lower than the 2.7 per cent pro- 
jected in the July Update. 

With the stronger-than-expected growth 
in the first half, the Canadian economy is 
now operating further above its production 
capacity than was previously expected. The 
Governing Council judges that the econo- 
my was operating about 3/4 of one per 
cent above its production capacity in the 
third quarter of 2007. 

In financial markets, greater-than- 
expected losses related to U.S. subprime 
mortgages led to global uncertainty about 
the valuations of structured products, a de- 
cline in investor appetite for risk, and in- 
creased demand for liquidity. Investors 
shifted into less-risky government securities, 


modestly restricting access to credit by 
tightening their terms of credit to firms and 
increasing the price of credit to both firms 
and households. 

The Canadian dollar generally traded in 
the range of 93 to 95.5 cents U.S. assumed in 
the Update through July and August, but has 
since appreciated sharply to as high as 
US$1.03. This recent movement reflects 
broad-based weakness in the U.S. dollar, as 
well as support for the Canadian dollar 
from commodity prices—particularly oil— 
and continued strong domestic demand. 
That said, the magnitude of the recent ap- 
preciation appears to be stronger than his- 
torical experience would have suggested. 


Prospects for Growth and 
Inflation 


The global economy is now projected to 
grow somewhat more strongly in 2007 than 
projected in the July Update, before easing 
modestly in 2008 and 2009, as previously ex- 
pected. Strength in developing economies is 
offsetting a weaker outlook for GDP growth 
in the United States. The base-case projec- 
tion for the United States has been lowered 
to 1.9 per cent in 2007 and 2.1 per cent in 
2008. This projection includes a deeper and 
longer slowdown in domestic demand. But 
lower U.S. interest rates should help to 
moderate weakness from the housing sec- 
tor, and the real depreciation of the U.S. dol- 
lar should boost U.S. net exports. U.S. GDP 
growth is projected to pick up in 2009, al- 
though excess supply is projected to remain 
through to the end of that year. 

Although Canada’s economic growth in 
the first half of 2007 was somewhat stronger 
than earlier projected, the projection for the 
second half of this year and for the first half 
of 2008 is somewhat weaker than that in the 
July Update, owing to an increased drag from 
net exports. This reflects the downward revi- 
sion to the growth projection for U.S. GDP, as 
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well as the effect of the higher assumed level 
of the Canadian dollar. 

Final domestic demand will continue to 
be the main contributor to growth through 
2009, with solid gains projected in consumer 
spending. The modest tightening of credit 
conditions is expected to slightly reduce the 
momentum of domestic demand, however. 

With the outlook for the U.S. economy 
improving by 2009, net exports should be- 
gin to exert less of a drag on growth. 

All told, economic growth in Canada is 
projected to average just over 2 per cent in 
the second half of 2007 and the first half of 
next year, before edging up to just below the 
growth rate of capacity by the beginning of 
2009. On an average annual basis, this im- 
plies growth of 2.6 per cent in 2007, 2.3 per 
cent in 2008, and 2.5 per cent in 2009. 

The assumption for potential output 
growth is 2.8 per cent this year and next, and 
2.7 per cent in 2009. In the base-case projec- 
tion, the economy remains in excess de- 
mand before returning to its production 
capacity in early 2009. The anticipated slow- 
ing in the U.S. economy, combined with the 
stronger Canadian dollar and modestly 
tighter credit conditions, more than offset 
the momentum in domestic demand, bring- 
ing aggregate demand and supply back into 
balance. In this base-case projection, there is 
no change in the policy interest rate. 

The core rate of inflation is projected to 
remain above 2 per cent through mid-2008, 
then ease to 2 per cent and remain there 
through 2009. The upward pressure on in- 
flation coming from demand pressures and 
higher house prices is expected to ease grad- 
ually. The effect of the higher assumed level 
of the Canadian dollar should also contrib- 
ute directly to lower import prices, helping 
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Report Update. 
*™ For half and full years, the number reported is the average of 

the respective quarter-to-quarter percentage growth at annual rates. 
*““ Assumption for the price of West Texas Intermediate crude oil 

(US$ per barrel), based on an average of futures contracts over 

the two weeks ending 12 October 2007 


to bring core inflation back to 2 per cent a lit- 
tle earlier than projected in July. 

The outlook for total CPI inflation re- 
flects a higher projected track for energy 
prices. The base-case projection sees total in- 
flation rising sharply to about 3 per cent in 
the fourth quarter, then moving back down 
to the 2 per cent target in the second half of 
2008, where it remains over the rest of the 
projection period. 


The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; 
email: publications@bankofcanada.ca; or visit our website: www.bankofcanada.ca 
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For Further Information about the Bank of Canada 


Publications 


Monetary Policy Report and Update 

A detailed summary of the Bank's policies and 
strategies, as well as a look at the current economic 
climate and its implications for inflation. The Report 
is published in April and October; the Update is 
published in January and July. Without charge. 


Business Outlook Survey 
Published quarterly. Without charge. 


Financial System Review 

Brings together the Bank's research, analyses, and 
judgments on various issues and developments 
concerning the financial system. Published semi- 
annually. Without charge. 


Bank of Canada Review 
A quarterly publication that contains economic 
commentary and feature articles. By subscription. 


Bank of Canada Banking and Financial Statistics 
A comprehensive package of Canadian data. 
Published monthly. By subscription. 


Weekly Financial Statistics 
A 20-page package of banking and money market 
statistics. By subscription. 


For information about these and other 
publications, contact: 

Publications Distribution 

234 Wellington Street, Ottawa K1A 0G9 
Telephone: 613 782-8248 

Toll free in North America: 1 877 782-8248 
Fax: 613 782-8874 

Email: publications@bankofcanada.ca 


Internet 
www.bankofcanada.ca 
Provides timely access to press releases, speeches by 


the Governor, most of our major publications, and 
current financial data. 


Public Information 


For general information on the role and functions of 
the Bank, contact our Public Information Office. 


- Telephone: 1 800 303-1282 


Faxs613 782-7713 
Email: info@bankofcanada.ca 


For information on unclaimed balances: 
Telephone: 1 888 891-6398 

Fax: 613 782-7802 

Email: ucbalances@bankofcanada.ca 
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CANADA'S INFLATION-CONTROL STRATEGY* 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consis- 
tent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
agreed on a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. The inflation tar- 
get has been extended a number of times. In November 2006, the 
agreement was renewed for a period of five years to the end of 
2011. Under this agreement, the Bank will continue to conduct 
monetary policy aimed at keeping total CPI inflation at 2 per cent, 
with a control range of 1 to 3 per cent around the target. 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
uses a core measure of CPI inflation as an indicator of the underlying 
trend in inflation. This core measure excludes eight of the most volatile 
components of the CPI and adjusts the remaining components to remove 
the effect of changes in indirect taxes. 

See “Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of 


the Inflation-Control Target.” Press Release (23 November 2006) and Background Information. 
Reprinted in the Bank of Canada Review (Winter 2006-2007): 45-59. 
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This is a report of the Governing Council of the Bank of Canada: 
Mark Carney, Paul Jenkins, Sheryl Kennedy, Pierre Duguay, 
David Longworth, and John Murray. 


At a time of great uncertainty, it is more important than ever that 
monetary policy act as a stabilizing force . . . keeping inflation low, 
stable, and predictable. . .. Developments in the financial sector will 
be important from a monetary policy perspective only to the extent 
that they are expected to influence developments in the real economy 
and, therefore, inflation. 


Mark Carney 


Governor, Bank of Canada 
13 March 2008 
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1. OVERVIEW 


Growth in the global economy began to slow in the fourth quarter of 
2007 and the first quarter of 2008. This reflected the effects of the slow- 
down in the U.S. economy and ongoing dislocations in global financial 
markets. 

Growth in the Canadian economy has also moderated. Strong do- 
mestic demand has been largely offset by sharply reduced net exports. 
Both total and core CPI inflation were running at about 1.5 per cent at 
the end of the first quarter, but the underlying trend of inflation is 
judged to be about 2 per cent, consistent with an economy that was op- 
erating just above its production capacity. 

The Bank is projecting a deeper and more protracted slowdown for 
the U.S. economy than in the January Monetary Policy Report Update. 
This projection reflects a more pronounced impact on consumer spend- 
ing from the contraction in the U.S. housing market and significantly 
tighter credit conditions. While a housing-market correction of the size 
now under way in the United States would typically produce a severe 
slowdown in GDP growth, several factors are providing some offset. 
First, the recently legislated fiscal-stimulus package will support the 
U.S. economy in the third and fourth quarters. Second, the depreciation 
of the U.S. dollar will help spur exports. Third, substantial easing in 
U.S. monetary policy should continue to boost GDP growth in 2009 and 
beyond, particularly as financial market dislocations are worked out. 

The deterioration in economic and financial conditions in the Unit- 
ed States will have significant spillover effects globally, particularly in 
the industrial economies. Emerging-market economies should be less 
affected by the financial turbulence, and their growing domestic de- 
mand should help to offset the effect of weaker exports. 

These global developments will have consequences for the Canadi- 
an economy. First, exports are projected to decline this year, exerting a 
significant drag on GDP growth through the first half, before picking 
up gradually in the second half of 2008 and in 2009. Second, turbulence 
in global financial markets will continue to make financing in capital 
markets more costly and difficult for Canadian businesses and banks. 
The increased bank funding spreads are expected to be further passed 
on to businesses and households, creating tighter credit conditions 
through the rest of 2008 that then begin to dissipate in 2009. Credit con- 
ditions are assumed to return to more normal levels in 2010. The rela- 
tively strong capitalization of Canadian financial institutions should 
mean that credit availability will remain more robust in Canada than in 
other major markets. Third, business and consumer sentiment in Can- 
ada is expected to soften somewhat. 

Slowing U.S. domestic demand would be expected to place downward 
pressure on the prices of many commodities. This effect will, however, 


This report includes information received up to the fixed announcement date on 
22 April 2008. 
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likely be offset to some extent by the combination of continued strong de- 
mand from commodity-intensive emerging-market economies and tight 
supply conditions in many commodity markets. Financial investors may 
also reinforce momentum in commodity prices at the margin. On bal- 
ance, the prices of non-energy commodities are expected to ease over the 
projection period from their current very high levels. 

Firm commodity prices, high employment levels, and the effect of 
cumulative easing in monetary policy will continue to support Cana- 
da’s domestic demand, which is expected to be the key source of eco- 
nomic growth over the projection period. 

Overall, the Canadian economy is projected to move into excess 
supply in the second quarter of this year, and spare capacity will con- 
tinue to increase through early 2009. A return to growth rates above 
that of potential output, supported by a gradual strengthening in the 
U.S. economy, accommodative monetary policy, and a return to more 
normal credit conditions bring the economy back into balance around 
mid-2010. In the Bank’s base-case projection, average annual real GDP 
growth is projected to be 1.4 per cent in 2008, 2.4 per cent in 2009, and 
3.3 per cent in 2010. 

The recent price-level adjustments for automobiles and the effect of 
past changes in indirect taxes will keep measured inflation below target 
through 2008. The emergence of excess supply in the economy should 
keep downward pressure on inflation through 2009. Both core and total 
inflation are projected to move up to 2 per cent in 2010, as the economy 
moves back into balance. 

The risks around the projection for the U.S. and global economies, 
as well as for inflation in Canada, appear to be balanced. Still, there are 
a number of upside and downside risks around the Bank’s new base- 
case projection for inflation in Canada. 

On the upside, stronger domestic demand than incorporated in the 
base-case projection, possibly due to higher commodity prices, could 
lead to higher inflation in Canada, especially if the growth in potential 
output is lower than assumed. As well, global inflationary pressures 
could spill over to Canada through higher import costs. 

On the downside, the projected weakness in the United States and 
other industrialized economies could put greater downward pressure 
on commodity prices. There are risks from the evolution of financial 
market dislocations and their effect on the cost and availability of cred- 
it. There could also be greater direct downward pressure on the prices 
of core goods related to the past appreciation of the Canadian dollar. 

Against this backdrop, the Bank of Canada lowered its target for the 
overnight rate by 50 basis points on both 4 March and 22 April, bringing 
it to 3 per cent. In line with the new outlook, some further monetary 
stimulus will likely be required to achieve the inflation target over the 
medium term. Given the cumulative reduction of 150 basis points in the 
target for the overnight rate since December, the timing of any further 
monetary stimulus will depend on the evolution of the global economy 
and domestic demand, and their impact on inflation in Canada. 
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2. RECENT DEVELOPMENTS AFFECTING INFLATION 
IN CANADA 


Global Developments 


After several years of strong growth, the pace of the global eco- 
nomic expansion slowed in the fourth quarter of 2007 and the first 
quarter of 2008, particularly in the industrialized economies. This 
slowdown in global economic growth reflects the weakening in the 
U.S. economy and the dislocations in global financial markets stem- 
ming from problems in the U.S. subprime-mortgage market. 

Available information suggests that U.S. economic growth 
stalled in the first quarter of 2008. Broad-based declines in residen- 
tial investment and house prices, coupled with tighter credit condi- 
tions and waning consumer confidence in the face of high gasoline 
prices and a softening labour market, contributed to the marked 
slowdown in consumer spending. While strong growth in net 
exports has provided some offset, business investment has suffered 
from limited access to credit and weakening consumer demand. 

Economic growth in Europe and Japan is slowing. Exports from 
these countries are being affected by the weaker growth in the 
United States and the effects of a sharp appreciation of the euro and 
the yen. In Europe, credit conditions have continued to tighten, 
restraining consumer and business spending. 

In newly industrialized and emerging-market economies, par- 
ticularly China, GDP growth in recent quarters was stronger than 
expected. These countries have been less affected by the recent 
financial turmoil, and their growing domestic demand has so far 
largely offset the impact of weaker exports to the United States and 
Europe. 

Commodity prices have risen since the January Update, largely 
as a result of continued strong demand from the emerging econo- 
mies and constraints on supply (Technical Box 1). The prices of 
non-energy commodities have moved up from already-high levels, 
with large gains in the prices of grains and oilseeds in response to 
rising demand for food in emerging economies, increased demand 
for biofuels, and poor crop yields. Some of the increases in the 
prices of metals have been linked to temporary supply disruptions 
in China and South Africa. 

Energy prices have continued to rise sharply in 2008. The price 
of light crude oil (West Texas Intermediate), which was about 
US$90 per barrel at the time of the January Update, increased to 
average US$112 in the ten days ending on 18 April 2008, reflecting 
the combination of continued vigorous global demand and some 
weakness in non-OPEC supplies. The rise in natural gas prices was 
partly associated with increased demand stemming from an unusu- 
ally cold winter in North America. . 


The pace of the global 
economic expansion 
slowed in the fourth 
quarter of 2007 and the 
first quarter of 2008. 


Available information 
suggests that the U.S. 
economy stalled in the 
first quarter of 2008. 


The prices of non-energy 
commodities have risen 
since the last Update. 


Prices for crude oil and 
natural gas have also 
moved up. 
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Technical Box 1 
Commodity Prices: An Analysis of Ongoing Developments 


Commodity prices have continued to strengthen in 2008 despite the evident slowing in 
the major industrial economies. Prices for many primary products have reached new highs 
in nominal U.S.-dollar terms. 

One of the key factors pushing commodity prices higher over the past few years has 
been the strength of demand in emerging-market economies. Bank research suggests that 
movements in the real prices of oil and base metals since the 1990s have become increas- 
ingly influenced by industrial activity in emerging Asia.! Demand for commodities from 
this region has escalated, partly as a result of rising investment in infrastructure to meet the 
needs of a rapidly expanding urban population. An improvement in urban incomes has also 
generated an increased demand for food, especially grains and dairy products. In addition, 
greater regional integration of production processes has shifted a significant portion of 
world manufacturing activity towards emerging Asia, where firms tend to use more energy 
per unit of output than in developed economies. 

Supply-related developments have also contributed to the strength in commodity 
prices. These include the global shortage of skilled labour and equipment, as well as the 
repeated strikes that have increased production costs and limited the adjustment of com- 
modity supplies. For foods, supply rigidities stem partly from restrictions on foreign trade 
(such as embargos and taxes) and redeployment of agricultural land to meet the rising 
demand for ethanol and other biofuels. In recent months, droughts have reduced harvests 
and fed spiralling wheat prices, while exceptionally bad weather in China has made it diffi- 
cult for the country to be supplied with coal. ! 

The trade-weighted depreciation of the U.S. dollar has also pushed up the U.S.-dollar 
price of commodities. The demand for commodity-linked assets from both institutional 
investors (e.g., pension funds) and speculative traders (e.g., momentum traders) may have 
magnified the recent surge in prices. 


Bank of Canada Commodity Price Index 
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1. See C. Cheung and S. Morin, “The Impact of Emerging Asia on Commodity Prices” (Work- 
ing Paper No. 2007-55, Bank of Canada, 2007). 
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Canadian Demand 


Economic growth in Canada slowed sharply in the fourth quar- 
ter of 2007, following strong expansion through the first three quar- 
ters of the year. The drag coming from net exports intensified over 
the year, more than offsetting the continuing strength in final 
domestic demand (Chart 1). Real GDP increased by 0.8 per cent in 
the fourth quarter, below the 1.5 per cent growth projected in the 
January Update.! Available data for the first quarter of 2008 suggest 
that real GDP growth was about 1.0 per cent, with reductions in 
inventory investment and net exports offsetting most of the growth 
in domestic demand. 

The dampening effect coming from net exports was very pro- 
nounced in the second half of 2007. The U.S. economic slowdown 
and the past appreciation of the Canadian dollar led to a reduction 
in Canadian export volumes, especially machinery and equipment 
and consumer goods. At the same time, imports rose very strongly, 
the result of both robust growth in domestic demand and the past 
rise in the dollar. 

Final domestic demand made even stronger gains in the second 
half of 2007 than in the first half. Support for domestic demand 
came from a continued rise in the terms of trade (Chart 2), reflected 
in an above-average increase in real incomes of nearly 5 per cent 
between the fourth quarter of 2006 and the fourth quarter of 2007.7 
A continued rise in household net worth (boosted by rising house 
prices) contributed to substantial increases in household borrowing 


Chart 1 Contribution to Real GDP Growth 


Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Inventory 


investment Net exports 


2006 2007 2008 


Note: GDP estimates for the first quarter of 2008 are based on the Bank’s monitoring 
of current data. 


1. GDP growth in the first three quarters of last year was revised up slightly, 
however, so that the level of real GDP in the fourth quarter was about the 
same as expected. 

2. Real income growth is defined as the difference between the year-to-year 
rise of nominal GDP and that of the deflator for final domestic demand. 
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Economic growth in 
Canada slowed sharply in 
the fourth quarter of 2007. 


The drag on growth com- 
ing from net exports was 
very pronounced in the 
second half of 2007... 


... and the growth of final 
domestic demand picked 


up. 


‘rowth in potential out- 
t is estimated to have 
eraged 2.6 per cent in 
07. 
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Chart 2 Terms of Trade 
The price of exports relative to the price of imports (2002 = 100) 


1998 1999 2000 2001 2002 2003 2004 #2005 2006 #2007 


and spending. Spending by businesses on machinery and equip- 
ment also picked up markedly, owing to continued strong profita- 
bility, solid balance sheets, and considerable decreases in the prices 
of imported machinery and equipment. The tightening of credit 
conditions in Canada stemming from developments in global finan- 
cial markets since last August does not appear to have significantly 
affected either household spending or business investment in the 
second half of 2007. 


Canadian Supply 


Labour productivity in the business sector declined by 0.1 per 
cent from the fourth quarter of 2006 to the fourth quarter of 2007 
(Chart 3). Despite the slower growth of real GDP during the fourth 
quarter, total hours worked increased at an unusually strong pace. 
This puzzling development may reflect factors such as the high 
adjustment costs associated with reducing employment levels in 
the manufacturing sector and increased precautionary demand for 
labour in sectors facing labour shortages. The impact of high labour 
utilization on aggregate productivity growth was further amplified 
by a shift in the share of total hours worked towards low-produc- 
tivity industries.° 

The Bank’s conventional measure of production capacity indi- 
cates that growth in potential output averaged 2.6 per cent in 2007, 
about the same as previously estimated. Strong growth in trend 
labour supply, which has been about 1.7 per cent, offset the effects 


3. Inter-industry shifts in the share of total hours worked usually have a lim- 
ited effect on aggregate productivity growth, while intra-industry shifts 
exert a much larger influence. This pattern was reversed in the fourth quar- 
ter of 2007, however, owing to a sizable reduction in the hours worked in the 
manufacturing, mining (including oil and gas), and transportation sectors, 
and a corresponding increase in construction, retail trade, and professional 
services, which are associated with much lower productivity levels. 


10 


MONETARY BOA TOY REP ORTR—APRIL 2008 


Unit Labour Costs and Labour Productivity: 
Business Sector 


Year-over-year percentage change 


Labour compensation 
per person-hour* 


Output per 


Unit labour costs 
person-hour 


1999 2000 2001 2002 2003 2004 2005 2006 2007 


*“ Labour compensation includes the labour income of paid workers, plus imputed labour 
income for self-employed workers. 
Source: Statistics Canada Daily 


of weaker trend productivity growth, which is estimated to have 
added just under 1.0 per cent to potential output growth. 


Pressures on Capacity 


Pressures on production capacity have eased since the third 
quarter of 2007. In the Bank’s spring Business Outlook Survey, the 
percentage of firms reporting that they would have difficulty in 
meeting an unanticipated increase in demand has fallen sharply 
from recent highs to the average level for the survey (Chart 4). In 
addition, the Bank’s conventional measure of the output gap indi- 
cates that the economy was operating about 0.4 per cent above its 
production potential in the first quarter of 2008, down from just 
over 1 per cent in the third quarter of last year.* Statistics Canada’s 
indicator of capacity utilization suggests that pressures on produc- 
tion capacity in the non-farm, goods-producing sector were well 
below average in the fourth quarter of 2007. 

The slowdown in the Canadian economy is not yet evident in 
most labour market and wage indicators. The employment-to-pop- 
ulation ratio was at a record high in both February and March, 
while the unemployment rate in March was just above a 33-year 
low. As well, the 12-month change in the average hourly earnings 
of permanent workers reported by Statistics Canada in the Labour 
Force Survey (considered a good indicator of the underlying 
change in wages) picked up markedly after mid-2007 (Chart 5). 


4. The level of excess demand in the first quarter of 2008, estimated using the 
Bank’s conventional measure, is about 0.3 percentage points higher than pro- 
jected in the January Update. This increase mainly reflects a small reduction in 
the estimated level of production capacity. 
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However, data on hourly labour compensation from the Productiv- 
ity Accounts and the percentage of firms reporting labour shortages 
in the Bank’s spring survey do indicate some easing in labour mar- 
ket pressures. 


Chart 4 Estimated Output Gap and the Response to 
Business Outlook Survey Question on Capacity 
Pressures 


Output gap* 


Some and significant - 2 areca se) 
difficulty** (left scale) 4 


: 


2003 2004 2005 2006 2007 2008 


* Difference between actual output and estimated potential output. The estimate for 
the first quarter of 2008 is based on a projected rise in output of 1.0 per cent (at 
annual rates) for the quarter. 

** Percentage of firms indicating that they would have either some or significant difficulty 
meeting an unanticipated increase in demand/sales 


Chart 5 Wage Settlements and Average Hourly Earnings 


Effective annual increase in base wage rates for newly negotiated 
settlements 


Average hourly earnings 
of permanent workers* 
(year-over-year percentage change) 


Private 
sector** 


Public sector** 


1999 2000 2001 2002 2003 2004 +2005 ##2006 2007 #© 2008 


* Source: Statistics Canada Labour Force Information 
*“ Source: Human Resources and Social Development Canada. The last data point plotted 
is the average of January and February 2008. 
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After reviewing the indicators of capacity pressures, the Gov- 
erning Council judges that, overall, the economy was operating just 
above its production capacity in the first quarter of 2008, and it is 
expected to move into modest excess supply in the second quarter. 


Inflation and the 2 Per Cent Target 


Concerns about rising global inflation have become more evi- 
dent in recent months, reflecting the impact of higher commodity 
prices, especially food and energy prices, combined with increased 
pressures on production capacity in several countries after a period 
of strong global growth. In Canada, these pressures have been 
muted to a significant extent by price-level adjustments associated 
with the high value of the Canadian dollar. 

Total CPI inflation averaged 1.8 per cent in the first quarter of 
2008, down from 2.4 per cent in the last quarter of 2007 (Chart 6). If 
the effect of changes in indirect taxes is excluded, the rate of 
increase in the total CPI in the first quarter was 2.4 per cent, 
unchanged from the preceding quarter.° 

After averaging just above 2 per cent in the period between 
September 2006 and August 2007, the core rate of inflation has 
moved down and averaged 1.4 per cent in February and March 
2008° (Technical Box 2). A significant part of this reduction appears 


Chart 6 Consumer Price Index 


Year-over-year percentage change 


Total CPI, excluding 


the effect of changes 
in indirect taxes | 


Control 
range 
Total CPI 


Core CPI* 


1999 2000 2001 2002 2003 2004 2005 #2006 #2007 #2008 


* CPI excluding eight of the most volatile components and the effect of changes in indirect 
taxes on the remaining components 


5. The combined direct effect of the 1-percentage-point GST reduction and 
small increases in indirect tobacco taxes is estimated to have been a decrease 
of 0.5 per cent in the total CPI in the first quarter of 2008. 


6. The core measure of inflation (CPIX) excludes eight of the most volatile 
components of the CPI and removes the effect of changes in indirect taxes on 
the remaining components. The eight volatile components are fruit, vegeta- 
bles, gasoline, fuel oil, natural gas, intercity transportation, tobacco, and mort- 
gage-interest costs. 
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Technical Box 2 
Core Inflation in Canada: An Interpretation of Recent Developments 


Since the middle of 2007, core inflation in Canada has declined significantly. 
This decline has been widespread across the various components of CPIX, but has 
been especially large for motor vehicle prices, which accounted for almost half of 
the decline (Table A). 

The recent decrease in motor vehicle prices reflects a price-level adjustment 
related to increased competitive pressures stemming from movements in the Cana- 
dian dollar. With last autumn’s appreciation of the Canadian dollar to near parity 
with the U.S. dollar, the potential benefits to Canadians of cross-border shopping 
became large enough that car companies were pressured to reduce price differen- 
tials with the United States. 

An examination of prices for comparable Canadian and U.S. durable goods 
(excluding autos) and semi-durable goods indicates that the narrowing of the price 
gap has been limited. This is likely the result of strong domestic demand in Can- 
ada, as indicated by high profit margins in the wholesale and retail sectors. How- 
ever, there is a possibility that further competitive pressures could bring down the 
prices of more goods. 

Other factors have also contributed to the recent decrease in core inflation. 
Core food prices have likely been affected by heightened competition in the retail 
food sector, an increased supply of meat, and possibly some exchange rate pass- 
through. The prices of core shelter services have moderated with the stabilization 
of house prices in Alberta. 


Table A: Contribution to Year-Over-Year Growth in CPIX between 
2007Q2 and 2008Q1? 


Component (percentage points) 
Motor vehicles . 
Core food (excludes fruit and vegetables) 
Durables excluding motor vehicles 
Electricity 


Core shelter services (excludes mortgage-interest costs) 


Core services excluding shelter (excludes intercity transportation —0.04 
and food purchased at restaurants) 


Non-durables (excludes food, energy, and tobacco) 


a. The effect of changes in indirect taxes is excluded from each component. 
b. The contributions of individual components are approximations. The sum of the contributions 
does not equal the total variation in CPIX because of rounding and the nature of the approximations. 
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Goods and Services in the Core CPI, Excluding 
the Effect of Changes in Indirect Taxes 


Year-over-year percentage change 


Core shelter 
services** 


Core services other 
than shelter*** 


Core goods* 


-2 
2004 2005 2006 2007 


* Excludes fruits, vegetables, gasoline, fuel oil, natural gas, and tobacco 
“Excludes mortgage-interest costs 
* Excludes intercity transportation and food purchased at restaurants 


to reflect greater competitive pressures following the rise of the 
Canadian dollar to near parity with the U.S. dollar, which led to a 
downward level adjustment in the prices of some goods, particu- 
larly automobiles. Additionally, the rate of change in core food 
prices has eased markedly, owing to such factors as increased com- 
petition in the retail food sector. At the same time, the 12-month 
rate of increase in the prices of core services has remained quite 
high, owing to the continued strength in domestic demand 
(Chart 7). 

Other measures of the trend rate of inflation that the Bank mon- 
itors, when adjusted to exclude the effect of changes in indirect 
taxes, were somewhat higher than the core inflation rate in the first 
quarter of 2008 (Chart 8). Given that the recent weakening in core 
inflation appears to be largely the result of one-time price-level 
adjustments and after considering alternative measures as well, the 
Governing Council judges that the underlying trend in inflation was 
about 2 per cent in the first quarter. 

The four-quarter change in the chain price index for GDP (a 
broad price measure of the goods and services produced in Can- 
ada) edged up from 3.4 per cent in the second quarter of 2007 to 
3.9 per cent in the fourth quarter, reflecting greater improvements 
in Canada’s terms of trade (Chart 9). 

Key measures of inflation expectations continue to be well 
anchored at 2 per cent. The mean private sector forecast for total 
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CPI inflation in 2009 is 2 per cent, and about 80 per cent of firms 
in the Bank’s spring Business Outlook Survey expected CPI inflation 
to be within a range of 1 to 3 per cent over the next two years. 
Consensus forecasts of inflation over the longer term also remained 
very close to 2 per cent. 


Chart 8 Core CPI and Other Measures of the Trend 
Inflation Rate 
Year-over-year percentage change 


Control range 
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ws my ’ 
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NY 


CPIXFET** 


2004 2005 2006 2007 2008 


* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component's variability. In this chart, CPIW has been adjusted to exclude the effect of 
changes in indirect taxes. 

** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


Chart 9 Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 


Chain price index 
Total CPI for GDP 


1999 2000 2001 2002 2003 2004 #=#+%.2005 #$j.2006 2007 #12008 
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3. FINANCIAL DEVELOPMENTS 


Global Financial Market Conditions 


Strains in the global financial system have broadened and 
become more severe in recent months. Estimates of losses from 
exposure to U.S. mortgage and structured credits have increased, 
and problems in these markets have spread to other credit markets. 
Yield spreads between corporate and government bonds have wid- 
ened significantly (Chart 10) and debt issuance in several key fixed- 
income markets has been constrained. These difficulties have been 
heightened by a lack of liquidity, a widespread process of delever- 
aging by financial institutions, and the deteriorating outlook for the 
U.S. economy. 

Widespread uncertainty about the distribution of credit losses 
among financial institutions has continued to feed concerns over 
counterparty risk and has contributed to higher borrowing spreads 
in term money markets. In March, amid renewed signs of pressure 
in term money markets, central banks again intervened in a coordi- 
nated effort to support the financial system through the introduc- 
tion of a number of additional measures to address the liquidity 
needs of financial institutions. Steps taken recently by several large 
international banks to improve disclosure of potential losses and to 
strengthen their balance sheets have also led to some lessening of 
uncertainty about counterparty risk. 


Chart10 Spreads* on Investment-Grade Corporate Bonds 
Basis points 


Canada 

United States 
Euro zone 
United Kingdom 


2007 2008 


* The spread between the yield on the investment-grade corporate bond index and yields 
on government benchmark bonds with a remaining maturity of at least one year. 
Source: Merrill Lynch 
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Policy Interest Rates 


The U.S. Federal Reserve has lowered its target for the federal 
funds rate by 300 basis points since September 2007 (Chart 11) in 
response to the slowing in the U.S. economy and the increased cost 
and reduced availability of credit to businesses and households. 
Short-term rates in the United States embody expectations of a fur- 
ther reduction in the federal funds rate over the course of the year. 
The Bank of England has also lowered its policy interest rate. In 
contrast, the European Central Bank and the Bank of Japan have 
not changed their respective policy rates since the beginning of the 
financial turmoil. 

Policy rates in Canada have been lowered by 150 basis points 
since December. Market expectations are for a further 25-basis- 
point reduction in the overnight rate by the end of the year. 


Canadian Credit Conditions 


The turmoil in global financial markets has led to tighter credit 
conditions in Canada, but strains in Canadian credit markets have 
been somewhat less intense than those in the United States. Cana- 
dian financial institutions, businesses, and households have health- 
ier balance sheets. Canadian banks are less exposed to the 
subprime-mortgage market than their U.S. counterparts. Further- 
more, Canadian banks are less dependent on securitization for their 
financing and on capital markets for their revenues. Thus far, their 
losses have been limited, and their exposure to structured products 
backed by subprime mortgages quite manageable. 


Chart 11 


Official Policy Rates and Forward Interest Rates* 
Daily 


United States! 


Canada 


2004 2005 2006 2007 2008 


* Solid lines are official interest rates, and dotted lines are forward overnight interest rates. 
No adjustments are made for term premiums. 

1. U.S. forward overnight rates based on prices of federal funds futures 

2. Canadian, euro zone, and Japanese forward overnight rates based on the implied 
forward rate derived from the respective overnight index swap markets 
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Nonetheless, from the beginning of the financial market turbu- 
lence last summer until 21 April, the average spreads for the differ- 
ent types of market financing for banks increased by about 75 basis 
points relative to the overnight rate.’ The tightening in credit con- 
ditions is most evident in the spreads paid by banks to issue bonds 
and senior deposit notes. Banks have shown a willingness to bor- 
row at these higher spreads in order to secure longer-term financ- 
ing, but have not yet fully passed these increased spreads on to 
businesses and households. Nevertheless, the absolute cost of bor- 
rowing by banks has declined, given that the overnight rate was 
reduced by 100 basis points over the period (Chart 12). 

The spread between the cost of borrowing for non-financial 
businesses and the overnight rate as of 21 April has risen by about 
50 basis points since the middle of 2007. This widening has been 
more than offset by reductions in the overnight rate. Nevertheless, 
the terms and conditions of credit have tightened, and access to 
bank financing for new clients has been reduced. Debt issuance by 
non-financial corporations remains difficult, and new debt issues 
are generally being priced at rates higher than indicative rates in 
secondary markets. On the whole, the growth of business credit has 
remained elevated in the first quarter of 2008 (Chart 13). This partly 
reflects a substitution away from market financing towards bank 
financing in the current turbulent environment. 


Chart12 Bank Funding Costs 


5-year debt swapped 
into 3-month floating- 
rate debt 


3-month Canadian- 


3-month overnight dollar offered rate 


index swap rate 


7. The widening of the spread against the overnight rate understates the rise 
in credit spreads since it does not make allowance for market expectations of 
future declines in the overnight rate. Between August 2007 and 21 April, rela- 
tive to the expected future overnight rate, the short-term funding spreads for 
banks increased by about 50 basis points, and the spreads on 5-year debt 
swapped into floating-rate debt increased by about 150 basis points. 
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The spread between the costs of borrowing by households and 
the overnight rate has also remained elevated and, as of 21 April, is 
estimated to be around 50 basis points higher than it was last sum- 
mer. But the terms and conditions of household credit have not 
tightened to any extent, and the cost of borrowing is lower, given 
the declines in the overnight interest rate. Growth in household 
borrowing remains strong despite some deceleration thus far in 
2008. Continued vigorous demand for credit by households is asso- 
ciated with robust growth in employment, sustained wage 
increases, increases in home equity, and decreases in the effective 
cost of borrowing. 


Chart13 Business and Household Credit 


Year-over-year percentage change 


Historical average Total household 
of household credit credit 
from 1992 to present 


Historical average Total business 
of business credit credit 
from 1992 to present 


1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 


Exchange Rates 


Since the January Update, the Canadian dollar has averaged 
100 cents U.S. but more recently has been trading in a range of 
roughly 97 to 100 cents U.S. (Chart 14). High prices for energy and 
metals continue to support the currency. While the actual policy 
interest rate spread between Canada and the United States has wid- 
ened since January, the spread expected by the third quarter of 2008 
has narrowed, leading to some modest downward pressure on the 
currency. The trade-weighted CERI-ex U.S. has declined by about 
4.2 per cent since the Update, reflecting the strength of both the euro 
and the Japanese yen, as well as concern about the negative effects 
of the U.S. economic slowdown on the Canadian economy. 


20 


oO MET AR FPA ROS RIE O R= A POR DL 


Chart14 Exchange Rates 
Daily 


CERI excluding U.S. dollar 


(left scale, 1992=100) . ff CERI* (left scale 


1992=100) 


U.S.-dollar trade-weighted 
index (left scale, 1997=100) 


Closing spot exchange 
rate vis-a-vis U.S. dollar 
(right scale) 


2006 2007 2008 


* CERI: Canadian-dollar trade-weighted index (against U.S. dollar, euro, yen, 
U.K. pound, Mexican peso, and Chinese renminbi) 
Sources: Bank of Canada and Federal Reserve Bank of St. Louis 


20 


2008 


Global economic growth 
is expected to slow con- 
siderably in 2008 and 
2009. 


U.S. domestic demand 
is projected to remain 
subdued over the 
coming year. 


BANK OF CANADA 


4. THE OUTLOOK 


The outlook for the Canadian economy through to the end of 
2010 has been revised down from that in the January Update to 
reflect the effects of the weaker U.S. and global economies, and the 
tightening of credit conditions resulting from continuing strains in 
financial markets. The base-case projection incorporates a number 
of key assumptions. First, the Canada/U.S. exchange rate is 
assumed to average 98 cents U.S., within the recent trading range. 
Second, energy prices evolve in line with current futures prices. 
Third, the tighter global credit conditions are assumed to persist 
until 2009. Fourth, potential output growth is assumed to be 2.8 per 
cent in 2008, 2.7 per cent in 2009, and 2.6 per cent in 2010.8 Finally, 
the base case is predicated upon a gradual and orderly resolution of 
global imbalances. 


International Background 


Global economic growth is expected to slow considerably in 
2008 and 2009 (Table 1) as a result of a deepening of the U.S. eco- 
nomic slowdown and its spillover to other economies, particularly 
those of the other major industrialized countries. In 2010, the global 
economy is projected to grow more strongly, as the turbulence in 
credit markets subsides, housing markets in the United States and 
Europe stabilize, and economies begin to rebuild domestic demand 
and reduce excess supply. | 

The Bank now expects U.S. GDP to decline marginally in the 
first half of 2008 before growth picks up gradually through 2009. 
Domestic demand in the United States is projected to remain sub- 
dued over the coming year as a result of declines in employment, 
sharp increases in gasoline prices, weaker consumer confidence, 
further weakening in the housing sector and tightening in credit 
conditions. The fall in housing activity and house prices is pro- 
jected to continue until the second half of 2009. Increased borrow- 
ing spreads, reductions in the availability of credit, and tighter 
terms and conditions are assumed to persist through 2008 and 
gradually dissipate through 2009. In 2010, as the housing market 
stabilizes, heightened risk aversion dissipates, and financial institu- 
tions improve their capital positions, credit conditions are assumed 
to be back to more normal levels. 


8. Trend labour supply growth is still assumed to decline by about 0.1 per cent 
per year in each of 2009 and 2010 given demographic trends. While the mix of 
trend labour supply growth and trend labour productivity growth has been 
different from that used in the Bank’s assumption for potential output, the 
aggregate has been closer to the assumption than the individual components. 
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Table 1 Projection for Global Economic Growth 


Share Projected growth (per cent)? 
of real 
global 
GDP? 
(per cent) 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) 
valuation of country GDPs for 2006. Source: IMF, WEO Update, January 2008. 

b. Numbers in parentheses are projections from the January 2008 Update adjusted using 
revised estimates for purchasing-power parity. 

c. NIEs are newly industrialized economies. These include Hong Kong (Special 
Administrative Region), South Korea, Taiwan (Province of China), and Singapore. 

Source: Bank of Canada " 


Several factors are helping to mitigate the weakness in the U.S. 
economy in 2008, and will contribute to the recovery through 2009 
and 2010. First, monetary policy has eased considerably in recent 
months, which will provide some support for domestic demand. 
Second, the cumulative effect of the depreciation of the real effec- 
tive U.S. exchange rate, coupled with solid economic growth in the 
rest of the world, will help to underpin export growth. Third, eas- 
ing in credit conditions and the gradual elimination of excess hous- 
ing supply will support a resumption of economic growth in the 
latter part of the projection period. The U.S. government's fiscal- 
stimulus package is expected to temporarily boost economic 
growth in mid-2008. 

Owing to the weaker profile for U.S. GDP growth and tighter 
credit conditions, projected rates of GDP growth in Europe and 
Japan have been reduced for 2008 and 2009, but are expected to 
move slightly above potential rates in 2010. 

Growth in China and in the newly industrialized Asian econo- 
mies is projected to remain strong but to moderate over the projec- 
tion horizon, as demand from the United States and other 
industrialized countries weakens, and tighter monetary policies are 
introduced to curb mounting inflationary pressures. 

Prices for non-energy commodities are higher in the near term 
than projected in the last Update, but are expected to ease by about 
15 per cent between now and the end of 2010. Supplies of these 
commodities should gradually adjust as new production capacity 
comes online and reductions arising from weather-related factors 
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unwind. In addition, global demand for commodities should ease 
as a result of the slowing in world economic growth. 

Futures prices for crude oil are also higher than those in the Jan- 
uary Update (Chart 15). Based on futures prices as of the 10 days 
ending 18 April, prices for crude oil should ease by about 10 per 
cent from their current level of just over US$112 per barrel to 
around US$102 per barrel in 2010. Futures prices for natural gas are 
also somewhat higher than in the January Update. 


Chart 15 Crude Oil and Natural Gas: Spot and Futures Prices 


Monthly 
US$/Million Btu US$/Barrel 
26 130 
24 : 120 
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* Based on an average of futures contracts over the 10 days ending 18 April 2008 


Aggregate Demand and Supply in Canada 


The outlook for the Canadian economy has been directly 
affected by the downward revision to the economic outlook in the 
United States and by the continuing strains in credit markets as 
institutions deleverage and risk is repriced. While credit conditions 
for households and firms have tightened, lending rates do not yet 
fully reflect the higher funding spreads for banks. It is assumed that 
these higher spreads will be passed on and that tighter credit condi- 
tions will persist through 2008. Credit spreads are then assumed to 
narrow gradually over the course of 2009 and to stabilize in 2010 at 
25 basis points higher than their levels prior to the turmoil. 

The Bank’s base-case projection for Canada is now weaker for 
both 2008 and 2009 than that in the January Update (Table 2). On an 
average annual basis, the economy is projected to expand by 1.4 per 
cent in 2008, 2.4 per cent in 2009, and 3.3 per cent in 2010 (Chart 16). 
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Table 2. Contributions to Average Annual Real GDP Growth 
Percentage points* 


2009 i a 


Consumption 


Housing 


Government 0.6 (0.6) 


0.4 (0.5) 
2 (3.5) 


Exports 


Imports 


* Figures in parentheses are from the base-case projection in the January Monetary Policy 
Report Update. 


The slowdown in Canadian activity in 2008 results mainly from. Growth in Canadian 
further declines in exports in the first half of the year, owing to exports is expected to 
weak U.S. demand and the past appreciation of the Canadian dol- resume slowly after 
lar. Although growth in exports is expected to resume inthe second = ,jg-2098. 
half of this year, solid advances are not expected before 2010, given 
the gradual recovery of demand in the United States. 


Chart16 Real Gross Domestic Product for Canada* 
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* The broken line and bars indicate the base-case projection. 
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With growth in imports expected to remain strong, net exports 
exert a larger drag on overall growth in 2008 than was the case in 
the last Update. 

Growth in final domestic demand is expected to provide impor- 
tant support to economic expansion. The growth of consumer 
spending should remain strong in the first half of 2008, before eas- 
ing a little over the remainder of the projection period. These solid 
gains are supported by continued growth in real disposable income 
and household net worth, as well as the stimulus provided by mon- 
etary policy, although reduced U.S. growth will dampen consump- 
tion growth in Canada slightly through its effects on real income, 
net worth, and confidence. Housing investment is projected to 
decline slightly over the projection period from the very high level 
reached last year (Technical Box 3). The tightening of credit condi- 
tions in Canada is also expected to have a slight moderating effect 
on the growth of household spending, which should largely dissi- 
pate by 2010. 

The growth of business investment should ease during the pro- 
jection period from the strong pace registered in 2007, owing to the 
effects of slowing global economic growth, the tightening of credit 
conditions, and increased uncertainty resulting from the financial 
market turbulence. Overall, gains in capital spending will, never- 
theless, stay quite robust, given the projects that have already 
started, the still-high levels of commodity prices, strong profits and 
solid balance sheets, and ongoing reductions in the prices of 
imported machinery and equipment. 

The real growth of government spending on goods and services 
is projected to decelerate and to average just over 3 per cent 
through 2010. 

Weaker near-term growth causes the Canadian economy to 
move into a position of excess supply in the second quarter of 2008, 
and spare production capacity continues to increase through early 
2009. In this base-case projection, accommodative monetary policy, 
including some further monetary stimulus in 2008, a gradual recov- 
ery in the U.S. economy, and the eventual return to more normal 
credit conditions globally and in Canada, all help to bring aggregate 
demand back into balance with aggregate supply around mid-2010. 


The Outlook for Inflation 


Owing largely to the recent price-level adjustments for automo- 
biles, the core rate of inflation is projected to remain at about 1.3 per 
cent through the third quarter of 2008 (Table 3). With the effect of 
the price-level adjustments falling out of the year-over-year calcu- 
lation in the fourth quarter of 2008, the core rate moves up to about 
1.7 per cent. Excess supply in the economy acts to keep the core rate 
below 2 per cent through 2009. As the amount of excess supply 
diminishes, and with the continuing upward pressure from higher 
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Technical Box 3 
Recent Developments in House Prices 


The Canadian housing market remained strong over the past 18 months, with 
house prices continuing to rise—albeit at a slower pace.! This contrasts with the 
experience in the United States where house prices have fallen steadily over the 
same period. The pace of increase in house prices in Canada should moderate 
somewhat further in the coming year. 

The upward movement in Canadian house prices in recent years was largely 
related to income growth from strong employment, rising commodity prices, rela- 
tively low interest rates, and rising construction costs. Product innovation since 
2006, such as mortgages with longer amortization periods, zero down payments, 
and insured mortgages for Alt-A borrowers, have also reinforced the demand pres- 
sure in the housing market.” A substantial proportion of new mortgages in Canada 
contain some of these features. 

The Canadian subprime-mortgage market remains small, however, accounting 
for less than 5 per cent of the residential mortgage market, and it did not exhibit 
the excesses witnessed in the United States. 

The growth in house prices is expected to moderate further in Canada over the 
next year. The construction of new homes remains elevated, and supply has been 
increasing in the resale market. Demand should ease, since affordability has deteri- 
orated and economic growth is expected to slow. However, a general reversal in 
house prices is unlikely, as there are few signs of excess housing supply: the pro- 
portion of newly completed unoccupied dwellings remains below its historical 
average and well below its level in the early 1990s in most Canadian cities. 

The last two Monetary Policy Reports indicated that rising house prices have 
been an important contributor to growth in real household spending (through 
home-equity borrowing).* Going forward, the continued moderation in the growth 
of house prices should reduce the support to household spending coming from 
home equity, but this merits continued careful monitoring so that financial factors 
driving activity are fully taken into account. 


1. The rapid escalation and subsequent deceleration in house prices were particularly 
marked in Alberta, as a result of the oil-related boom in that province. 
2. See the June 2007 Financial System Review (FSR), pp. 23-24, for a list of product inno- 


vations in the mortgage-insurance market and the December 2007 FSR, Box 1, p. 8, for 
developments in the Se eS market. __ 

3. This does not exclude the possibility of imbalances in some segments of local mar- 
kets. 


4. See Box 2 in the April 2007 Monetary Policy Report. 
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Total CPI inflation, 
excluding the effect of 
changes in indirect taxes, 
is expected to average 
above 2 per cent for the 
rest of 2008. 
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labour and energy costs, core inflation subsequently rises to 2 per 
cent in 2010, a little later than in the last Update. 

The outlook for the 12-month rate of increase in the total CPI 
reflects the revised projection for core inflation, assumptions for 
energy prices based on current futures prices, and the impact of 
past changes in indirect taxes. Total CPI inflation in 2008 is pro- 
jected to be higher than in the last Update, owing to the effect of 
higher futures prices for crude oil. Excluding the impact of the 
recent changes in indirect taxes, total CPI inflation is projected to 
average just under 2.5 per cent through the remainder of 2008 and 
then move slightly below 2 per cent in early 2009, before returning 
to the target in 2010. 


Table 3 Summary of the Base-Case Projection* 


| 2007 2008 


Real GDP 0.8 
(quarterly growth or average 
quarterly growth at annual rates)** (1.5) 


Real GDP 2.9 ; 
(year-over-year percentage change) : 
(2.9) # (2.2) 
1.6 


2009 
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Core inflation : 1.4 
(year-over-year percentage change) 

(1.6) ¥ (1.4) 
Total CPI 24 | 18 
(year-over-year percentage change) 

(2.4) | (1.7) 

2.4 


Total CPI 2.4 
(excluding the effect of changes 

in indirect taxes) (2.4) | (2.2) 
(year-over-year percentage change) 


WTI *** 91 
(level) (91) 


Figures in parentheses are from the January Monetary Policy Report Update. 

“For half and full years, the number reported is the average of the respective quarter-to-quarter 
percentage growth at annual rates. 

*** Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on an 

average of futures contracts over the 10 days ending 18 April 2008. 


98 
(93) 


* 


Risks to the Outlook 


There are a number of risks around the Bank’s base-case projec- 
tion for inflation in Canada. The risks around the U.S. and global 
economic projections are considered to be balanced. 

On the upside, stronger domestic demand than assumed in the 
base-case projection, driven by solid wage gains in a tight labour 
market and continued improvements in the terms of trade, could 
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lead to higher inflation. Given the persistent weakness in Canada’s 
labour productivity growth, potential output growth could also be 
lower than assumed and could intensify the upward pressure on 
inflation. Furthermore, if demand for commodities from emerging 
markets remains robust and the ability of producers to increase glo- 
bal supplies is constrained, upward pressure on many commodity 
prices may intensify. 

Global inflationary pressures also pose an upside risk. They 
could spill over to Canada and lead to higher-than-projected infla- 
tion through increased costs for imports. 

On the downside, weakness in the United States and other 
industrialized countries may result in greater downward pressure 
on commodity prices than assumed in the base case. This would 
have the effect of slowing the rate of increase in real incomes 
and domestic demand in Canada, putting downward pressure on 
inflation. 

There is also the risk that market funding for Canadian banks 
and firms could be more difficult than assumed, which could fur- 
ther increase the cost and restrict the availability of credit for busi- 
ness investment and consumption. 

As well, there is the risk of greater direct downward pressure 
on core goods prices related to the past appreciation of the Cana- 
dian dollar. The increased competitive pressures, which have been 
seen most importantly in the prices of automobiles, could spread to 
other sectors. 

Overall, the risks to the base-case projection for inflation appear 
balanced. 


The Bank of Canada’s Monetary Policy Report is published semi- 
annually in April and October. Regular Updates are published in 
July and January. Copies of the full Report, the Summary, and the 
Update may be obtained by contacting Publications Distribution, 
Communications Department, Bank of Canada, Ottawa, Ontario, 
Canada K1A 0G9. 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; 
email: publications@bankofcanada.ca 
website: www.bankofcanada.ca 
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This is a summary of the Monetary Policy Report of the Governing Council of the Bank of Canada. 


The Report is based on information received up to the fixed announcement date on 22 April 2008. 


Overview 


Growth in the global economy began to 
slow in the fourth quarter of 2007 and the 
first quarter of 2008. This reflected the ef- 
fects of the slowdown in the U.S. economy 
and ongoing dislocations in global financial 
markets. 

Growth in the Canadian economy has 
also moderated. Strong domestic demand 
has been largely offset by sharply reduced 
net exports. Both total and core CPI inflation 
were running at about 1.5 per cent at the end 
of the first quarter, but the underlying trend 
of inflation is judged to be about 2 per cent, 
consistent with an economy that was oper- 
ating just above its production capacity. 

The Bank is projecting a deeper and 
more protracted slowdown for the US. 
economy than in the January Monetary Poli- 
cy Report Update. This projection reflects a 
more pronounced impact on consumer 
spending from the contraction in the U.S. 
housing market and significantly tighter 
credit conditions. While a housing-market 
correction of the size now under way in the 
United States would typically produce a 
severe slowdown in GDP growth, several 
factors are providing some offset. First, the 
recently legislated fiscal-stimulus pack- 
age will support the U.S. economy in the 
third and fourth quarters. Second, the 


depreciation of the U.S. dollar will help 
spur exports. Third, substantial easing in 
U.S. monetary policy should continue to 
boost GDP growth in 2009 and beyond, par- 
ticularly as financial market dislocations are 
worked out. 


Highlights 


The U.S. economic slowdown is deeper 
and more protracted than previously 
anticipated. 


Slowing global economic growth and 
ongoing financial market turbulence will 
have direct consequences for the 
Canadian economy. 


Canadian GDP is projected to grow by 
1.4 per cent in 2008, 2.4 per cent in 2009, 
and 3.3 per cent in 2010. 


Both core and total CPI inflation are 
projected to be slightly below 2 per cent 
in 2009 and to return to 2 per cent in 2010. 


The risks around the Bank’s base-case ~ 
projection for inflation appear balanced. 


Some further monetary stimulus will 
likely be required to achieve the inflation 
target. 
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The deterioration in economic and fi- 
nancial conditions in the United States will 
have significant spillover effects globally, 
particularly in the industrial economies. 
Emerging-market economies should be less 
affected by the financial turbulence, and 
their growing domestic demand should 
help to offset the effect of weaker exports. 

These global developments will have 
consequences for the Canadian economy. 
First, exports are projected to decline this 
year, exerting a significant drag on GDP 
growth through the first half, before picking 
up gradually in the second half of 2008 and 
in 2009. Second, turbulence in global finan- 
cial markets will continue to make financing 
in capital markets more costly and difficult 
for Canadian businesses and banks. The in- 
creased bank funding spreads are expected 
to be further passed on to businesses and 
households, creating tighter credit condi- 
tions through the rest of 2008 that then begin 
to dissipate in 2009. Credit conditions are 
assumed to return to more normal levels in 
2010. The relatively strong capitalization of 
Canadian financial institutions should 
mean that credit availability will remain 
more robust in Canada than in other major 
markets. Third, business and consumer sen- 
timent in Canada is expected to soften 
somewhat. 

Slowing U.S. domestic demand would 
be expected to place downward pressure on 
the prices of many commodities. This effect 
will, however, likely be offset to some extent 
by the combination of continued strong de- 
mand from commodity-intensive emerging- 
market economies and tight supply condi- 
tions in many commodity markets. Financial 
investors may also reinforce momentum in 
commodity prices at the margin. On bal- 
ance, the prices of non-energy commodities 
are expected to ease over the projection 
period from their current very high levels. 

Firm commodity prices, high employ- 
ment levels, and the effect of cumulative 


Consumer Price Index 


Year-over-year percentage change 


Total CPI excluding 
the effect of changes 
in indirect taxes 


Total CPI 


1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 


* CPI excluding eight of the most volatile components and the effect of 


changes in indirect taxes on the remaining components 


easing in monetary policy will continue to 
support Canada’s domestic demand, which 
is expected to be the key source of economic 
growth over the projection period. 

Overall, the Canadian economy is pro- 
jected to move into excess supply in the second 
quarter of this year, and spare capacity will 
continue to increase through early 2009. A 
return to growth rates above that of poten- 
tial output, supported by a gradual 
strengthening in the U.S. economy, accom- 
modative monetary policy, and a return to 
more normal credit conditions bring the 
economy back into balance around mid- 
2010. In the Bank’s base-case projection, av- 
erage annual real GDP growth is projected 
to be 1.4 per cent in 2008, 2.4 per cent in 
2009, and 3.3 per cent in 2010. 

The recent price-level adjustments for 
automobiles and the effect of past changes 
in indirect taxes will keep measured inflation 
below target through 2008. The emergence 
of excess supply in the economy should 
keep downward pressure on_ inflation 
through 2009. Both core and total inflation 
are projected to move up to 2 per cent in 2010, 
as the economy moves back into balance. 
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The risks around the projection for the 
U.S. and global economies, as well as for 
inflation in Canada, appear to be bal- 
anced. Still, there are a number of upside 
and downside risks around the Bank’s new 
base-case projection for inflation in Canada. 

On the upside, stronger domestic 
demand than incorporated in the base-case 
projection, possibly due to higher commodity 
prices, could lead to higher inflation in 
Canada, especially if the growth in potential 
output is lower than assumed. As well, 
global inflationary pressures could spill 
over to Canada through higher import costs. 

On the downside, the projected weak- 
ness in the United States and other indus- 
trialized economies could put greater 
downward pressure on commodity prices. 
There are risks from the evolution of finan- 
cial market dislocations and their effect on 
the cost and availability of credit. There 
could also be greater direct downward 
pressure on the prices of core goods related 
to the past appreciation of the Canadian 
dollar. 

Against this backdrop, the Bank of Canada 
lowered its target for the overnight rate by 
50 basis points on both 4 March and 
22 April, bringing it to 3 per cent. In line with 
the new outlook, some further monetary stim- 
ulus will likely be required to achieve the in- 
flation target over the medium term. Given 
the cumulative reduction of 150 basis points 
in the target for the overnight rate since 
December, the timing of any further mone- 
tary stimulus will depend on the evolution 
of the global economy and domestic demand, 
and their impact on inflation in Canada. 


Recent Developments 


Economic growth in Canada slowed in 
the fourth quarter of 2007 as the drag exert- 
ed by net exports intensified. Real GDP 
grew at an annual rate of 0.8 per cent in the 


fourth quarter, below the 1.5 per cent pro- 
jected in the January Update. Both the slow- 
down in the U.S. economy and the past 
appreciation of the Canadian dollar led toa 
reduction in export volumes. At the same 
time, imports grew strongly, in response to 
robust domestic demand and the past ap- 
preciation of the currency. Available data 
suggest that GDP growth will be about 
1 per cent in the first quarter of 2008, with 
reductions in inventory investment and net 
exports offsetting most of the growth in 
domestic demand. 

While some labour market and wage 
indicators point to pressures on produc- 
tion capacity, other indicators suggest that 
capacity pressures have eased since the 
third quarter of 2007, including the Bank’s 
conventional measure of the output gap 
and responses to the Bank’s spring Busi- 
ness Outlook Survey. Overall, the Govern- 
ing Council judges that the economy was 
operating just above its production capac- 
ity in the first quarter of 2008 and will 
move into excess supply in the second 
quarter. 

Inflation pressures seen elsewhere in 
the world have been less evident in Canada. 
Total consumer price inflation, on a year- 
over-year basis, averaged 1.8 per cent in the 
first quarter of 2008, down from 2.4 per cent 
in the fourth quarter of 2007. However, this 
decrease was mainly due to the reduction in 
the Goods and Services Tax that took place 
in January. Owing to competitive pressures 
on automobile prices associated with the 
rise of the Canadian dollar to near parity 
with the U.S. currency, the core rate of infla- 
tion has moved down to average 1.4 per cent 
in the first quarter. In contrast, the pace of 
increase in the prices of some core services 
has remained high, given ongoing strength 
in domestic demand. The underlying trend 
of inflation is judged to be about 2 per cent. 
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Prospects for Growth and 
Inflation 


Global economic growth is projected to 
slow considerably to 3.7 per cent in 2008 and 
3.5 per cent in 2009, before moving back 
close to the growth rate of potential output 
in 2010. This largely reflects a weaker out- 
look for growth in the U.S. economy owing 
to the impact of the pronounced slowdown 
in housing and the increased spreads and 
decreased availability of credit. Several fac- 
tors, however, should work to stimulate 
demand in the United States, including the 
considerable easing in monetary policy and 
the cumulative effect of the depreciation in 
the real effective U.S. exchange rate. Real 
GDP growth in the United States is project- 
ed to be 1.0 per cent on an average annual 
basis in 2008, rising gradually to 1.7 per cent 
in 2009, and 3.4 per cent in 2010. 

Growth in China and the newly indus- 
trialized Asian economies should remain 
strong, but will likely moderate over the 
projection horizon. 

The prices of non-energy commodities 
are expected to ease by about 15 per cent by 
the end of 2010, owing to the combination of 
new supplies and slowing global demand. 
Energy commodity prices are assumed to 
decline by about 10 per cent over the projec- 
tion period, consistent with prices in futures 
markets. 

The weaker outlook for the U.S. econo- 
my and the further tightening in global 
credit conditions seen since the Update have 
direct consequences for the Canadian econ- 
omy. The outlook for Canadian exports has 
been revised down, particularly for 2008, 
and the tightening in domestic credit condi- 
tions is expected to moderate growth in do- 
mestic demand through the end of next 
year. Nonetheless, domestic demand is still 
projected to be the main source of economic 
growth. In particular, consumer spending is 
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Figures in parentheses are from the January Monetary Policy Report 
Update. 

** For half and full years, the number reported is the average of the 
respective quarter-to-quarter percentage growth at annual rates. 

*““ Assumption for the price of West Texas Intermediate crude oil 
(US$ per barrel), based on an average of futures contracts over 
the 10 days ending 18 April 2008. 


expected to remain strong, supported by 
continued growth in incomes and house- 
hold net worth, together with the reduction 
in policy interest rates. Growth in business 
investment is expected to ease somewhat 
over the projection horizon, reflecting the 
more subdued outlook for the U.S. and glo- 
bal economies. 

Real quarterly GDP growth averages 
about 1/2 per cent at annual rates in the first 
half of this year, moving up to 1.8 per cent in 
the second half, 3 per cent in 2009, and 3.4 per 
cent in 2010. The economy moves into ex- 
cess supply in the second quarter of 2008, 
and spare capacity continues to increase 
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through early 2009. The economy returns to 
balance around mid-2010. 

The core rate of inflation is projected to 
remain at about 1.3 per cent through the 
third quarter of 2008, with recent price-level 
adjustments for automobiles and the emer- 
gence of excess supply in the economy keep- 
ing downward pressure on inflation. As the 
economy returns to full capacity, core infla- 
tion is projected to rise to 2 per cent in 2010. 


Total CPI inflation will continue to be 
affected by the evolution of energy prices, 
which have risen substantially since the Up- 
date, and the one-time effect of the latest re- 
duction in the GST. Total inflation is 
projected to stay just below the 2 per cent 
target for most of the projection period 
and to return to 2 per cent in 2010. 
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CANADA'S INFLATION-CONTROL STRATEGY’ 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary policy 
contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This contributes to 
better economic growth over time and works to moderate cyclical fluctuations in 
output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target overnight 
interest rate—take place, under normal circumstances, on eight pre-specified 
dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences short- 
term interest rates to achieve a rate of monetary expansion consistent with the 
inflation-control target. The transmission mechanism is complex and involves 
long and variable lags—the impact on inflation from changes in policy rates is 
usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly agreed 

on a series of targets for reducing total CPI inflation to the midpoint of a range of 

1 to 3 per cent by the end of 1995. The inflation target has been extended a number 

of times. In November 2006, the agreement was renewed for a period of five years 

to the end of 2011. Under this agreement, the Bank will continue to conduct monetary 
policy aimed at keeping total CPI inflation at 2 per cent, with a control range of 1 to 

3 per cent around the target. 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transitory fluctua- 
tions in the prices of such volatile components as fruit and gasoline, as well as by 
changes in indirect taxes. For this reason, the Bank uses a core measure of CPI 
inflation as an indicator of the underlying trend in inflation. This core measure 
excludes eight of the most volatile components of the CPI and adjusts the remaining 
components to remove the effect of changes in indirect taxes. 


* See “Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the 
Inflation-Control Target.” Press Release (23 November 2006) and Background Information. Reprinted in the 
Bank of Canada Review (Winter 2006-2007): 45-59. 
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This is a report of the Governing Council of the Bank of Canada: 
Mark Carney, Paul Jenkins, Sheryl Kennedy, Pierre Duguay, 
David Longworth, and John Murray. 


The global economy is undergoing a difficult period . .. several 
articles of faith in the financial system have been shaken. . . . 
However, there is one constant on which Canadians can rely. The 
Bank of Canada will not deviate from its relentless focus on its 
monetary policy mandate to achieve low, stable and predictable 
inflation. . . . This remains the best contribution that monetary policy 
can make to sustained growth. 


Mark Carney 


Governor, Bank of Canada 
25 September 2008 
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1. OVERVIEW 


Three major interrelated global developments are having a pro- 
found impact on the Canadian economy and making the outlook 
more uncertain than it was at the time of the July Monetary Policy 
Report Update. First and foremost, the intensification of the global 
financial crisis in recent weeks has been reflected in severe strains 
in global money and credit markets and sharp falls and extreme 
volatility in global equity markets. The associated need for the glo- 
bal banking sector to continue to reduce leverage will restrain 
growth for some time. Second, there is growing evidence that the 
global economy is heading into a mild recession, led by a U.S. econ- 
omy that is already in recession and expected to pick up only mod- 
estly through 2009. Third, there have been sharp declines in the 
prices of many commodities since the July Update. These develop- 
ments have reduced inflationary pressures globally. 

In response to the global financial crisis, policy-makers in major 
economies have taken several extraordinary actions to provide 
liquidity to markets, recapitalize their banking sectors, and restore 
credit flows. In line with the G7 Plan of Action, these initiatives 
have reduced the risk of a significantly worse outcome for the glo- 
bal financial system, and Canada’s economy and strong financial 
system will benefit directly. Nonetheless, the deleveraging of the 
global financial system will take some time to complete, and will 
involve a larger and more persistent tightening of credit conditions 
than was assumed in July. 

Given these developments, the projection for the Canadian 
economy has been revised down considerably for 2008 and 2009. 
However, uncertainty around the Bank’s base-case projection for 
growth and inflation in Canada is much greater than normal, given 
the unsettled conditions in global financial markets and the rapid 
deceleration of global growth. The weaker outlook for global 
demand will increase the drag on the Canadian economy coming 
from exports. Lower commodity prices will also dampen the out- 
look, working through a deterioration in Canada’s terms of trade to 
moderate domestic demand growth. The marked tightening in 
Canadian credit conditions in recent weeks will restrain business 
and housing investment. As a result, economic activity in Canada is 
projected to remain sluggish through the first quarter of next year, 
then to pick up over the rest of 2009 and to accelerate to above- 
potential growth in 2010, supported by improving credit condi- 
tions, the lagged effects of monetary policy actions, and stronger 
global growth. The recent sizeable depreciation of the Canadian 
dollar will also provide an important offset to the effects of weaker 
global demand and lower commodity prices. Overall, the Bank 


This report includes information received up to the fixed announcement date on 
21 October 2008. 


In October, the Bank 
lowered its policy rate by 
75 basis points and said 
that, in line with the new 
outlook, some further 
monetary stimulus will 
likely be required to 
achieve the 2 per cent 
inflation target over the 
medium term. 
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projects average annual growth in real GDP of 0.6 per cent in 2008 
and 2009, rising to 3.4 per cent in 2010. 

The growth of potential output has been slower than previously 
anticipated, owing to anemic productivity growth that has been 
only partially offset by a larger-than-expected increase in the sup- 
ply of labour. The Bank has lowered its estimate for the growth of 
potential output to 2.3 per cent in 2008, and assumes a gradual rise 
to 2.5 per cent by 2010. 

The Canadian economy is judged to have moved into slight 
excess supply in the third quarter of 2008. This excess supply is 
expected to build through to the end of 2009, and is not projected to 
be fully eliminated until the start of 2011. With growing slack in the 
economy, and a lower assumed path for commodity prices, infla- 
tion pressures in Canada are projected to ease significantly relative 
to the July Update. Core inflation is projected to remain below 2 per 
cent until the end of 2010. Assuming oil prices in a range of US$81 
to US$88 per barrel, consistent with recent futures prices, total CPI 
inflation should peak in the third quarter of 2008, and is projected 
to fall below 1 per cent in mid-2009 before returning to the 2 per 
cent target by the end of 2010. 

In light of diminished inflationary pressures, the Bank of Can- 
ada lowered its policy interest rate by 50 basis points on 8 October, 
acting in concert with other major central banks. This extraordinary 
action, together with a 25-basis-point reduction on 21 October, 
brings the cumulative reduction in the target for the overnight rate 
to 75 basis points since the Bank’s last fixed announcement date. 
These actions provide timely and significant support to the Cana- 
dian economy. The cumulative reduction in the Bank’s policy rate 
since the beginning of December 2007 is now 225 basis points. In 
line with the new outlook, some further monetary stimulus will 
likely be required to achieve the 2 per cent inflation target over the 
medium term. 

The Bank judges that the risks are roughly balanced around its 
revised base-case projection for inflation in Canada—a base case 
that now incorporates the recent intensification of the global finan- 
cial crisis, a mild global recession, and the measures that have been 
taken to resolve the crisis. The evolution of the financial crisis, its 
impact on the global economy, and the timing of the effect of the 
various extraordinary measures being taken to address it pose sig- 
nificant risks to the inflation projection on both the upside and the 
downside. 
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2. RECENT DEVELOPMENTS 
AFFECTING INFLATION IN CANADA 


Global Developments 


The global economy is entering a mild recession. This is largely 
due to ongoing dislocations in global financial markets that 
resulted in tighter credit conditions and to the surge in world com- 
modity prices in the first half of 2008. The slowdown originated in 
the United States, where problems in the U.S. subprime-mortgage 
market and falling house prices have spread more broadly to con- 
sumption and investment. Economic growth is currently decelerat- 
ing in Europe and Japan and, to a lesser extent, in emerging-market 
economies, as the impact of tightening global credit conditions on 
economic activity and the associated negative feedback loop take 
hold. Until recently, inflation had been rising in many countries, 
particularly in emerging-market economies where food is a major 
component of the consumer basket. In view of the recent sharp 
decline in world prices for energy and food, global consumer infla- 
tion likely peaked during the third quarter. 

Although U.S. economic growth in the second quarter of 2008 
was stronger than anticipated owing to the earlier-than-expected 
impact of the U.S. government’s fiscal-stimulus package, activity 
now appears to be slowing much faster than expected. The ongoing 
sharp correction in the housing sector continues to exert a signifi- 
cant drag on growth as the inventory glut, the reduced availability 
of mortgage credit, and tighter lending standards continue to 
depress residential investment. Household consumption has also 
been weak because of tighter credit conditions, falling housing and 
equity prices, declining employment, and high prices for energy 
and food. In the face of weak domestic demand, heightened uncer- 
tainty about the outlook, and adverse credit conditions, business 
investment has been subdued. 

Recent indicators point to a stalling of real GDP growth in 
Japan and Europe in the second half of 2008. Exports have been 
restrained by the past appreciation of the yen and the euro, as well 
as by weaker demand from major trading partners. High world oil 
prices through much of 2007 and 2008 have also depressed house- 
hold and business spending. In Europe, the weakness in domestic 
demand has been exacerbated by tighter credit conditions and cor- 
rections in some housing markets. 

Growth in newly industrialized and emerging-market econo- 
mies has also moderated, mainly reflecting less-buoyant external 
demand. Nevertheless, solid domestic demand has supported 


The global economy is 
entering a mild recession. 
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and tighter lending stand- 
ards continue to depress 
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in the United States. 


Commodity prices have 
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overall growth in these countries, since they have so far been less 
directly affected by the global financial turmoil. High prices for 
commodities in the first half of 2008 dampened domestic demand 
in commodity-importing countries, but boosted revenues and stim- 
ulated domestic demand in commodity-exporting countries. 

Commodity prices have declined considerably since the July 
Update, especially for energy, largely owing to reduced demand and 
weaker prospects for global economic growth (Chart 1). Energy 
prices have been particularly volatile, and are still relatively high 
by historical standards. The price of light crude oil (West Texas 
Intermediate), which was about US$140 per barrel at the time of the 
July Update, averaged US$81 in the ten days ending on 17 October 
2008. Natural gas prices have also moved down markedly, reflect- 
ing both increased supplies and reduced demand as a result of rela- 
tively moderate summer temperatures in many parts of North 
America. 

Prices for non-energy commodities, particularly metals, have 
also decreased, largely in line with the weaker global economic out- 
look. Declines in the prices of grains and oilseeds have been attrib- 
uted to the effect of favourable weather conditions on crop yields. 


Chart 1 Bank of Canada Commodity Price Index 
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Canadian Demand 


Economic growth in Canada has slowed abruptly this year, fol- 
lowing a period of exceptionally rapid growth in the second half of 
2007. Export volumes fell, and growth in final domestic demand 
decelerated noticeably (Chart 2). The substantial rise in Canada’s 
terms of trade and the associated gains in real gross domestic 
income continued to support domestic demand (Chart 3). However, 
increased uncertainty related to the deterioration in the global eco- 
nomic outlook, together with some tightening in credit conditions, 
has dampened household and business expenditures. In addition, 
spending related to pent-up demand for housing and some durable 
consumer goods appears to have been largely completed by the end 
of 2007. Exports continued to fall as a result of reduced U.S. spend- 
ing on automobiles and machinery and equipment. The result was 
a net decline in the level of GDP over the first half of 2008. 

Available data for the third quarter of 2008 suggest that real 
GDP growth (at an annual rate) was about 0.8 per cent. The rate of 
growth of final domestic demand, especially consumer spending, is 
likely to have decelerated further as a result of slower growth in 
real income and heightened uncertainty related to the financial 
market crisis and the deteriorating outlook for the U.S. economy. 
Exports are expected to have continued to fall. 


Chart 2 Contribution to Real GDP Growth 


Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Inventory 
investment 
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Note: GDP estimates for the third quarter of 2008 are based on the Bank’s monitoring 
of current data. 
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Chart 3 Real Final Domestic Demand and 
Real Gross Domestic Income 
Year-over-year percentage change 


Real final 
domestic demand 


Real gross 
domestic income* 
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* Real gross domestic income is current-dollar gross domestic product deflated by the 
price index for final domestic demand. 
Source: Bank of Canada calculations, based on Statistics Canada information 


Canadian Supply 


The risk of lower growth in potential output that was identified 
in previous Reports has materialized. Potential output grew more 
slowly in the first half of 2008 than estimated in previous Reports 
and Updates, and growth over the near term will likely be lower 
than previously assumed as well. This weakness on the supply side 
of the economy can be attributed to the low growth of labour pro- 
ductivity. Labour productivity in the business sector actually fell by 
1.3 per cent from the second quarter of 2007 to the second quarter 
of 2008 (Chart 4). Trend labour productivity growth (based on the 
Bank’s conventional measure) has recently been close to 1.0 per 
cent, compared with the assumption of 1.5 per cent used in the 
Bank’s previous projections. While the slowdown in real GDP 
growth undoubtedly played a role in this weak performance, recent 
declines in productivity have been most evident in sectors experi- 
encing pronounced labour shortages, such as mining, oil and gas 
extraction, and construction, which had to draw on less-skilled 
workers. These have also been among the sectors most affected by 
the trend rise in global commodity prices in recent years. The 
lower-than-expected growth of trend labour productivity has been 
only partly offset by higher-than-expected increases in trend labour 
inputs. After carefully reviewing the outlook for productivity and 
labour inputs, the Bank is now estimating potential output of 
2.3 per cent in 2008, and assuming lower trend growth in potential 
output of 2.4 per cent in 2009 and 2.5 per cent in 2010 and 2011 
(Technical Box 1).! 


1. In past Reports, the Bank had assumed growth of potential output to be 
2.8 per cent in 2008, 2.7 per cent in 2009, and 2.6 per cent in 2010. 
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Technical Box 1 
Revised View of Trend Growth in Potential Output 


Every October, following the release of historical revisions to the National 
Accounts at mid-year, the Bank revisits the assumption for future potential output 
growth that underpins its economic outlook. Potential output is the level of goods 
and services that the economy can produce on a sustained basis without adding to 
inflation pressures. Since potential output is not directly observable, it must be esti- 
mated. The Bank uses the information from variables that can be observed, such as 
the labour participation rate, population growth, productivity growth, and wage 
and price inflation, to generate a conventional estimate of potential output, and 
projects future growth on the basis of trends in these measures. 

For some time now, the Bank has identified the risk that trend growth in poten- 
tial output could be lower than has been assumed. The recent data for the two 
building blocks of potential output bear this out: labour productivity has continued 
to be weaker than anticipated, and this has been only partially offset by stronger- 
than-expected growth in labour input. 

Over the 1978-2004 period, which is long enough for cyclical and irregular 
effects to wash out, the growth in labour productivity for the total economy aver- 
aged 1.2 per cent per year. Recently, this trend appears to have fallen to slightly 
below 1.0 per cent, owing partly to the considerable amount of structural adjust- 
ment under way in the economy and perhaps partly to firms hiring additional 


labour, given concerns about tightening labour markets (Chart A). As these factors 
dissipate, aggregate productivity growth should pick up. There are also a number 


Chart A 
Labour Productivity Growth: Total Economy 
Year-over-year percentage change 
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Technical Box 1 
Revised View of Trend Growth in Potential Output (cont'd) 


of longer-term factors at play that should tend to boost productivity growth over 
time. For instance, a number of important productivity-promoting government 
initiatives, such as the reduction in the effective tax rate on capital and the promo- 
tion of interprovincial trade, have been introduced in recent years. As well, firms 
(especially in the service sector) are likely to undertake initiatives to close part of 
the gap between Canada’s lower level of aggregate productivity and that of the 
United States. As a result of the combination of both short-run and longer-term 
forces, it seems reasonable to expect trend productivity growth to gradually return 
to 1.2 per cent over the next two years. 

The working-age population has grown faster over the past three years than 
even Statistics Canada’s most optimistic demographic scenario would have sug- 
gested. In light of this development, the growth of trend labour input is expected 
to hold roughly constant at approximately 1.25 per cent per year through 2011, 
rather than declining gradually beginning in 2009 (Chart B). An increase in the per- 
centage of workers retiring is still expected to lower the aggregate employment 
rate. 

Combining the estimates for growth in trend labour productivity and trend 
labour input yields the growth rate for potential output. Based on the above esti- 
mates, potential output is estimated to grow by 2.3 per cent in 2008, and is 
assumed to grow by 2.4 per cent in 2009, and 2.5 per cent in 2010 and 2011. It is 
important to note that a large margin of uncertainty surrounds these assumptions. 


Chart B 
Growth of the Working-Age Population 
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Chart 4 Unit Labour Costs and Labour Productivity: 
Business Sector 
Year-over-year percentage change 
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Output per 
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* Labour compensation includes the labour income of paid workers, plus imputed labour 
income for self-employed workers. 
Source: Statistics Canada Daily 


Estimated Pressures on Capacity 


Indicators of capacity pressures are mixed. Several measures 
still point to a modest degree of pressure on production capacity in 
the third quarter of 2008. In the Bank’s autumn Business Outlook 
Survey, respondents continued to report some strains on capacity, 
especially in Western Canada (Chart 5). The employment-to-popu- 
lation ratio in the third quarter was down only a little from the 
record highs reached in February and March, while the unemploy- 
ment rate was slightly above the 33-year low recorded in October 
2007 and in January and February of this year. 

Other indicators suggest that the Canadian economy had 
moved into modest excess supply in the third quarter of 2008. The 
Bank’s conventional measure of the output gap indicates that the 
economy was operating about 0.6 per cent below its production 
potential in the third quarter of 2008 (Chart 5).2 The percentage of 
firms reporting labour shortages in the Bank’s autumn Business 
Outlook Survey was somewhat below average. Finally, the 12-month 
change in the average hourly earnings of permanent workers 
reported by Statistics Canada in the Labour Force Survey has eased 
since the beginning of the year (Chart 6). 


2. The level of excess supply in the third quarter of 2008, estimated using the 
Bank’s conventional measure, is about the same as that projected in the July 
Update. A downward revision to the projected level of output is largely offset 
by a slight reduction in the estimated level of potential output. According to 
Statistics Canada’s revised estimates, the contraction in real GDP in the first 
quarter of 2008 was slightly larger than initially estimated. There was also a 
small negative surprise to growth in the second quarter, and the Bank’s pro- 
jection for growth in the third quarter has been lowered. 
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Estimated Output Gap and the Response to 
Business Outlook Survey Question on Capacity 
Pressures 


Output gap* 
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Difference between actual output and estimated potential output. The estimate for the 
third quarter of 2008 is based on a projected increase in output of 0.8 per cent (at 
annual rates) for the quarter. 

** Percentage of firms indicating that they would have either some or significant difficulty 
meeting an unanticipated increase in demand/sales 


Chart 6 Wage Settlements and Average Hourly Earnings 


Effective annual increase in base wage rates for newly negotiated 
settlements 
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* Source: Statistics Canada Labour Force Information 
** Source: Human Resources and Social Development Canada. The last data point plotted 
is the average of July and August 2008. 


The economy moved into After reviewing the indicators of capacity pressures, the Gov- 
slight excess supply in the erning Council judges that the economy was operating close to its 
third quarter of 2008. production capacity in the second quarter of 2008 and moved into 


slight excess supply in the third quarter. 
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Inflation and the 2 Per Cent Target 


Total CPI inflation in Canada moved up from 2.2 per cent in 
May to 3.5 per cent in August, slightly less than projected in the 
July Update (Chart 7). The increase in total CPI inflation mainly 
reflects the impact of higher prices for crude oil over the past year, 
and, to a lesser extent, the effect of higher food prices. If the effect 
of changes in indirect taxes is excluded, the rate of increase in the 
total CPI in August was 4.0 per cent. 

After averaging 1.5 per cent since last ADU the core rate of 
inflation edged up to 1.7 per cent in August.’ The acceleration of 
food prices was only partly offset by the effect of the deceleration in 
house prices (Chart 8). With the economy having operated above 
full capacity for some time, the 12-month rate of increase in the 
prices of core services other than shelter has remained at an 
elevated level. 

CPIW, an alternative measure of the trend rate of inflation 
(adjusted to exclude the effect of changes in indirect taxes), was 
much higher than the core rate in August, largely because of the 
substantial increases in selected consumer prices for energy 
(Chart 9). Since energy prices have already declined, this measure 
likely overstates the underlying trend in inflation. 

The Bank regularly reviews a number of indicators of inflation 
expectations. While most measures of near-term inflation expecta- 
tions have stayed fairly high, consistent with the short-term out- 
look for total inflation, longer-term measures are well anchored to 


Chart 7 Consumer Price Index 
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taxes on the remaining components 


3. The core measure of inflation (CPIX) excludes eight of the most volatile 
components of the CPI and removes the effect of changes in indirect taxes on 
the remaining components. The eight volatile components are fruit, vege- 
tables, gasoline, fuel oil, natural gas, intercity transportation, tobacco, and 
mortgage-interest costs. 
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Chart 8 Goods and Services in the Core CPI, Excluding 
the Effect of Changes in Indirect Taxes 
Year-over-year percentage change 
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the 2 per cent inflation target. The measure of near-term inflation 
expectations reported in the Bank’s autumn Business Outlook Survey 
stayed quite high, with about one-third of firms expecting CPI 
inflation to be above 3 per cent over the next two years. Consensus 
Economics’ forecast for total CPI inflation in 2009 was 2.1 per cent, 
and their forecasts of inflation over the longer term have remained 
close to 2 per cent. Inflation expectations, as measured by the 
spread between 30-year conventional and Real Return bonds, have 
moved below 2 per cent in recent weeks. 


Core CPI and Other Measures of the Trend 
Inflation Rate 
Year-over-year percentage change 
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CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component's variability. In this chart, CPIW has been adjusted to exclude the effect of changes 
in indirect taxes. 

CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 
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3. FINANCIAL DEVELOPMENTS 


Global Financial Market Conditions 


The global financial turmoil that began in the late summer of 
2007 has worsened in the past two months to become the deepest, 
broadest, and most persistent financial crisis in decades. Failures or 
near-failures of several large financial institutions in the United 
States and Europe intensified these financial strains, and uncer- 
tainty over the magnitude of additional credit-related losses 
increased. Credit spreads reached unprecedented levels, and risk 
aversion has risen abruptly. The combination of deleveraging and 
falling asset prices has resulted in extremely volatile and difficult 
financial conditions (Chart 10). Liquidity in financial markets con- 
tracted sharply, as financial institutions became increasingly reluc- 
tant to lend to each other (Chart 11). The growing difficulty of 
raising capital and credit, the increased cost of borrowing, and the 
related effects on confidence are contributing importantly to the 
slowdown in the global economy. 


Chart10 Equity Market Volatility 
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* This volatility measure is based on a 10-day historical average. 

*“ The VIX, which is the common name for the Chicago Board Options Exchange 
Volatility Index, is a popular measure of the implied volatility obtained from 
option contracts in the S&P 500 index. 

Source: Bloomberg 
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Chart11 Spreads between 3-Month Interbank Offered 
Rates and Overnight Index Swaps* 
Basis points 


Canada 

United States 
Euro zone 
United Kingdom 


* The difference between 3-month interbank offered rates and their respective overnight 
index swaps: for the United States and the United Kingdom, LIBOR; for the euro zone, 
EURIBOR; and for Canada, CDOR. 

Source: Bloomberg 


Recent Policy Initiatives 


In response to the intensification of the financial crisis, govern- 
ments and central banks have taken a series of unprecedented initi- 
atives to stabilize the financial system and limit further negative 
feedback into the real economy. 

Recent global initiatives to improve the functioning of financial 
markets have included the provision of significant additional over- 
night and term liquidity, capital injections for financial institutions, 
guarantees of bank deposits and borrowing, and purchases of bad 
assets. These measures are aimed at reactivating the intermediation 
process by supporting an orderly deleveraging of the financial sys- 
tem,’ strengthening the capital position of financial institutions, 
and protecting the interests of depositors and other creditors. The 
G7 Plan of Action, announced on 10 October, provided the founda- 
tion for urgent and unprecedented measures in the euro area, the 
United Kingdom, and the United States to stabilize financial mar- 
kets and restore the flow of credit. 

Over the past month, the Bank of Canada has undertaken a 
series of operations to reinforce the target for the overnight rate and 
support market liquidity at longer terms. To strengthen the impact 
of its term operations, the Bank has significantly increased the size 


4. This is not an issue for Canadian financial institutions whose absolute lever- 
age is markedly lower than most of their international peers. As a simple 
illustration, major Canadian banks have an average asset-to-capital multiple 
of 18. The comparable figure for U.S. investment banks is over 25, for Euro- 
pean banks, in the 30s, and for some major global banks, over 40. 
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and frequency of such operations and broadened the lists of accept- 
able collateral and eligible counterparties. In coordination with 
other central banks, the Bank of Canada established a US$30 billion 
swap facility with the U.S. Federal Reserve in September as a pre- 
cautionary measure to provide U.S.-dollar liquidity in Canada 
should it be required. The Bank will provide exceptional liquidity to 
the Canadian financial system as long as conditions warrant. Taken 
together, these measures strengthen the effectiveness of the mone- 
tary policy transmission process in these difficult market circum- 
stances. 

Reflecting the rapidly changing outlook for growth and infla- 
tion, central banks from a number of industrialized countries took 
concerted monetary policy action to cut policy rates on 8 October 
2008. As part of this initiative, the U.S. Federal Reserve lowered the 
target for its federal funds rate by 50 basis points to 1.50 per cent, 
bringing the amount of the reduction since the beginning of the 
credit-market turmoil in August 2007 to 375 basis points (Chart 12). 
Included in this concerted action was a 50-basis-point reduction in 
policy rates announced by both the European Central Bank and the 
Bank of England. 


Chart 12 Official Policy Rates 
Daily 
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In Canada, the 50-basis-point cut on 8 October as part of the 
concerted action and a further 25-basis-point reduction on 21 Octo- 
ber have resulted in a reduction in the target overnight rate by 
225 basis points since the beginning of December 2007 to its current 
level of 2.25 per cent. 
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Canadian Credit Conditions 


In spite of the healthy position of Canadian financial institu- 
tions, the intensification of the global financial crisis has led to a 
substantial tightening of credit conditions in Canada. Given the 
high degree of volatility and risk aversion in recent weeks, there is 
considerable uncertainty around any assessment of current credit 
conditions in Canada. In particular, it is difficult to measure the 
non-price factors that may limit the availability of credit. 

Credit spreads for financial institutions, as measured by the dif- 
ference between a weighted average of borrowing rates across the 
term structure and the expected overnight rate, spiked to around 
200 basis points in early October. While strong actions taken by 
governments and central banks to support financial institutions 
have led to some retracement in these spreads, it is expected that 
spreads will be reduced only slowly as confidence is gradually 
rebuilt. Since the onset of the financial market turbulence in August 
2007, effective borrowing costs for Canadian financial institutions 
have eased somewhat, with the rise in credit spreads more than off- 
set by the 225-basis-point cumulative reduction in the target over- 
night rate (Chart 13). These indicative borrowing costs likely do 
not, however, adequately take account of the decreased availability 
coming from illiquid and risk-averse interbank markets. 

Deteriorating conditions in financial markets in recent weeks 
have also severely impaired the access of Canadian non-financial 
firms to short-term and long-term debt markets. Indeed, corporate 
debt and equity issuance have effectively stopped. In addition, 
non-price-related terms and conditions for bank intermediated 
credit have continued to tighten. Even before the recent intensifica- 
tion of the financial crisis, respondents to the Bank’s Senior Loan 
Officer Survey and Business Outlook Survey reported widespread 


Chart 13 Canadian Bank Funding Costs 
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Chart 14 = Pricing and Non-Pricing Lending Conditions: 
Balance of Opinion from the Senior Loan 
Officer Survey* 


Pricing Tightening 


Non-pricing 
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Note: Each series is the simple average of the balance of opinions for the small business, 
commercial, and corporate sectors. 
* The balance of opinion is calculated as the weighted percentage of surveyed financial 
institutions reporting tightened credit conditions minus the weighted percentage reporting 
eased credit conditions. 


tightening in both the pricing and availability of credit (Chart 14). 
Growth of business credit has fallen slightly below its historical 
average. 

Credit growth for Canadian households has slowed only 
slightly in recent months and, based on the most recent data, 
remains surprisingly strong by historical or international compari- 
sons (Chart 15). There is little evidence thus far that non-price- 
related terms or conditions have tightened significantly for house- 
hold borrowers. Growth in household credit is, however, expected 
to moderate further as housing prices decline modestly and as real 
income growth decelerates. 


Chart15 Total Household Credit 


Year-over-year percentage change 
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Note: The last data point plotted is the average of July and August 2008. 
Sources: Bank of Canada, BIS, U.S. Federal Reserve 
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Exchange Rates 


The Canadian dollar has The trade-weighted index for the Canadian dollar has fallen by 

depreciated sharply. 14 per cent since the July Update (Chart 16). Major currencies have 
been strongly affected by mounting concerns over a global reces- 
sion, changing expectations about policy rates, and by portfolio 
adjustments resulting from financial dislocations. The Canadian 
dollar has traded in a wide range of about 83 to 100 cents U.S. since 
the July Update. It has depreciated sharply over the past few weeks 
to around 85 cents U.S., reflecting a substantial pullback in com- 
modity prices from record-high levels, as well as the factors noted 
above. 


Chart 16 Exchange Rates 
Daily 


U.S. broad dollar CERI" (left scale, 
trade-weighted index 1992=100) 
(left scale, 1997=100) 


Closing spot exchange 
rate vis-a-vis U.S. dollar 
(right scale) 


SENS I 


2007 2008 


* CERI: Canadian-dollar trade-weighted index (against U.S. dollar, euro, yen, 
U.K. pound, Mexican peso, and Chinese renminbi) 
Sources: Bank of Canada and Federal Reserve Bank of St. Louis 
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4, THE OUTLOOK 


International Background 


The Bank’s base-case projection for the global and Canadian 
economies through to the end of 2010 is presented in this section. 
The projection assumes that the Canadian dollar will average 
85 cents U.S., close to its current level, and that energy prices will 
move along a path consistent with recent futures prices. Most 
importantly, the base case assumes that the coordinated Plan of 
Action recently announced by the G7 countries will stabilize 
global financial markets and that credit conditions in Canada will 
gradually improve as these extraordinary measures take hold. The 
key risks to the base-case projection are outlined at the end of this 
section. 

Growth in the global economy is projected to decline from 
3.7 per cent in 2008 to 2.8 per cent in 2009, well below the potential 
growth rate of the global economy, reaching levels that most econo- 
mists would associate with recessionary conditions (Table 1). The 
weakness will be most evident in the major advanced economies, 
which are expected to grow at average annual rates between -0.1 
and 0.6 per cent in 2009, before gaining strength in the latter part of 
the year and through 2010. These significant downward revisions 
to the Bank's projections are due largely to the financial system tur- 
moil and tighter credit conditions that are assumed to be more per- 
sistent and more pervasive across countries than in previous 
Monetary Policy Reports. These financial headwinds will take time to 
dissipate, even with the extraordinary recent policy actions just 
announced. The headwinds are expected to adversely affect con- 
sumer and business confidence, thereby contributing to a sharper 
and more protracted downturn. While weakness is expected to be 
concentrated in the advanced countries, softer external demand 
and somewhat tighter global credit conditions will also restrain 
growth in emerging markets over the near term. The global econ- 
omy is expected to pick up in 2010, as financial conditions improve, 
monetary policy stimulus takes hold, housing sectors in the United 
States and Europe stabilize, and the effects of the earlier rise in 
commodity prices recede. 

The U.S. economy is judged to be in recession through the first 
quarter of 2009, and to remain weaker than previously projected 
over the balance of the year, as tighter credit conditions and waning 
confidence lower household consumption and reduce residential 
and business investment. While credit spreads for corporate and 
household borrowing are expected to improve over the course of 
the projection horizon, higher borrowing costs, reduced availability 
of credit as financial deleveraging proceeds, and tighter lending 
standards will continue to exert a significant drag on real economic 
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Global economic growth 
is projected to decline, 
reaching recessionary 
levels in 2009. 


The U.S. economy is 
judged to be in recession 
through the first quarter 
of 2009. 
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activity. Other drivers of household spending have also weakened 
more than anticipated, with continued declines in housing and 
financial wealth, and employment losses reducing real disposable 
income. Slower export growth is also projected, owing to weaker 
global demand. After falling by a projected 1.7 per cent in the third 
quarter of 2008, U.S. real GDP is expected to fall by a further 2.5 per 
cent in the fourth quarter, and by 0.5 per cent in the first quarter of 
2009, as the stimulus of temporary tax rebates on household con- 
sumption fades and tighter credit conditions and confidence effects 
take hold. 

Several factors, however, begin to support a modest recovery 
through 2009 and then lead to above-potential growth in 2010.° 
These factors include low policy interest rates, the gradual elimina- 
tion of excess supply in the housing sector, and the normalization 
of credit conditions, which are expected to support the recovery in 
domestic demand. In addition, U.S. exports should continue to bene- 
fit from the past and expected real depreciation of the U.S. dollar. 

Recent data also indicate significantly less momentum in short- 
term growth in Europe and Japan than previously assumed. Output 


Table 1 Projection for Global Economic Growth 


Share | Projected growth (per cent)” 
of real glo- 


a 
eeiek 2007 2008 2009 2010 
(per cent) 


5) 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) 
valuation of country GDPs for 2006. Source: IMF, WEO Update, January 2008. 

b. Numbers in parentheses are projections from the July 2008 Monetary Policy Report 
Update. 

c. NIEs are newly industrialized economies. These include Hong Kong (Special 
Administrative Region), South Korea, Taiwan (Province of China), and Singapore. 

Source: Bank of Canada 


United States 


9. Note that the growth rate of U.S. potential output has been revised down some- 
what over recent years and over the projection horizon. These changes (about -0.1 
percentage points on average annual growth) mainly reflect the impact of histori- 
cal revisions to real GDP, which suggest lower growth in trend productivity and 
labour input. As a result, the growth rate of U.S. potential output is now assumed 
to slow from about 2.6 per cent in the 2007-08 period to about 2.2 per cent in the 
2009-10 period. 
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growth is expected to be well below potential for the remainder of 
2008 and in 2009, reflecting reduced demand for exports stemming 
from the adverse impact of the past appreciation of their currencies 
and weaker global demand. Domestic demand will also be damp- 
ened by tighter credit conditions and relatively high commodity 
prices. In the United Kingdom and in the euro area, the ongoing 
correction in the housing sector will also reduce household and 
business spending. 

Slower export demand from advanced economies will moder- 
ate economic growth in emerging-market economies. The base-case 
projection assumes monetary and fiscal policy action to support a 
sustainable rate of growth in these countries while alleviating 
underlying inflationary pressures. In key emerging-market econo- 
mies, such as China, a shift towards a relatively greater contribu- 
tion from domestic demand, as opposed to exports, is assumed to 
be facilitated by a gradual real effective appreciation of their cur- 
rencies and strong income growth. Financial conditions are 
expected to be less severe than in the advanced economies. 

Prices for non-energy commodities are projected to decrease by 
about 10 per cent between the fourth quarter of 2008 and the end of 
2010, somewhat more than previously expected, reflecting softer 
demand for commodities as the global economy slows. 

Prices for crude oil are assumed to be in a range of US$81 
to US$88 per barrel over the projection horizon based on recent 
futures prices. This is considerably lower than the prices assumed 
in the July Update (Chart 17). Futures prices for natural gas are also 
lower than assumed in the last Update. With tight supplies and con- 
siderable uncertainty about demand, commodity prices are 
expected to remain volatile for some time. 


Chart17 Crude Oil and Natural Gas: Spot and Futures Prices 
Monthly 
US$/Million Btu US$/Barrel 
26 140 
24 130 


120 

Crude oil 
(right scale) | 110 
Crude oil futures’ 100 
90 


80 
70 
60 
50 


* Natural gas futures’ 
(left scale) 30 
20 


Natural gas 


2003 2004 2005 2006 2007 2008 2009 2010 


* Spot price for crude oil (17 October 2008) 
¢ Spot price for natural gas (17 October 2008) 
* Based on an average of futures contracts over the 10 days ending 17 October 2008 
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Prices for non-energy 
commodities are projected 
to ease further. 


Oil price futures suggest 
oil prices in a range of 
US$81 to US$88 per 
barrel over the projection 
horizon. 


Canada’s GDP growth is 
projected to be 0.6 per 
cent in 2008 and 2009, and 
3.4 per cent in 2010. 
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Aggregate Demand and Supply in Canada 


Three significant global developments over the past few 
months— intensification of the financial crisis, the much weaker 
growth outlook for the United States and other industrialized econ- 
omies, and the sharply lower profile for commodity prices, espe- 
cially energy prices—have adversely affected the outlook for the 
Canadian economy. The downward revision to the assumption for 
potential output growth also dampens future activity. 

As a result, GDP growth in the Bank’s base-case projection for 
Canada is considerably lower in the second half of 2008 and 
throughout 2009 than in the July Update (Table 2). On an average 
annual basis, the economy is now projected to grow by 0.6 per cent 
in 2008 and 2009, and by 3.4 per cent in 2010 (Chart 18). 

Growth in final domestic demand is expected to be subdued 
until late in 2009, with growth of consumer spending well below its 
recent trend. The reduced growth of consumer spending reflects 
lower projected real income related to the recent reversal in com- 
modity prices, the downward revision to the assumption for poten- 
tial output growth, and a reduction in household net worth from 
the recent drop in equity prices and a projected modest decline in 
housing prices. With the changes in the terms and availability of 
financing and some decline in confidence, housing investment is 
projected to move into line with changing demographic require- 
ments more rapidly than previously assumed. This implies a larger 


Table 2. Contributions to Average Annual Real GDP Growth 
Percentage points* 


2009 2010 


Housing 


Government 


0.5 (0.5) 
Subtotal: Final domestic demand| 4.1 (4.1) 


Exports 0.4 (0.4) 


Imports -1.8 (-1.8) | -0.4 (-0.8) 


Real Gross Domestic Income 
(GDI) 


* Numbers in parentheses are from the base-case projection in the July Monetary Policy 
Report Update. 
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Chart 18 Real Gross Domestic Product for Canada* 


eee Quarter-over-quarter 
y percentage change, 


Peneoee at annual rates 


3 
| 
| 
| 
| 
| 
| 
| 
| 


2002 2003 2004 2005 2006 2007 2008 


* The broken line and bars indicate the base-case projection. 


decline in real residential activity over 2009 and 2010 than projected 
in the July Update (Technical Box 2). Business investment is also 
expected to decrease towards the end of this year and through 2009, 
as a result of the slowdown in global GDP growth, the tightening of 
credit conditions, and the high level of uncertainty following the 
intensification of the global financial crisis. 

Canadian export volumes are projected to decline through 2009, 
given the weakness of U.S. demand. However, owing to the weaker 
growth of final domestic demand, import growth is also expected 
to decrease. Taken together, this results in a smaller drag on overall 
growth from net exports in 2009. 

With the Canadian economy having moved into excess supply 
in the third quarter of 2008, and with below-potential growth pro- 
jected through 2009, spare production capacity continues to 
increase. However, the return of financial conditions to a more nor- 
mal state, coupled with the stimulus provided by an accommoda- 
tive stance of monetary policy, is expected to support a significant 
acceleration in consumer and capital expenditures in 2010. Exports 
are also expected to recover in 2010, in response to a lower 
exchange rate, the completion of the U.S. housing correction, and 
the recovery of the U.S. economy more generally. Excess supply 
will be absorbed through 2010, with the economy projected to oper- 
ate at full potential in early 2011. 
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Technical Box 2 
The Canadian Housing Sector 


After a decade of steady growth in housing investment and_ substantial 
increases in house prices, the Canadian housing market is expected to soften over 
the projection horizon. The robust growth in residential investment in Canada over 
the 2001-07 period was propelled by strong employment, sustained income 
growth, rising commodity prices, and a favourable financing environment 
(i.e., relatively low interest rates, accommodative mortgage terms and conditions, 
and the availability of home-equity lines of credit that fuelled renovation activity). 
The strength in housing investment over this period also reflected an unwinding of 
the pent-up demand that followed the housing downturn in the late 1980s and the 
subsequent slow recovery during the 1990s. 

There was strong growth in house prices from 2001 to 2007, with real prices for 
existing and new homes increasing by 43 and 28 per cent, respectively. The rate of 
increase was particularly strong in Western Canada, where the combination of pos- 
itive net migration, rising income levels, and a limited supply of housing put 
upward pressure on prices. Housing prices also increased significantly in the rest 
of the country (Chart A). 


Chart A 
Canadian Resale House Prices 
Year-over-year percentage change 

30 
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2001 2002 2003 2004 2005 2006 2007 2008 


Source: Calculations based on Royal LePage data 


The Bank has been projecting slower growth in housing activity and housing 
prices for some time, but this has been slow in coming. Over the past two quarters, 
however, residential investment was weaker than expected and is now projected to 
decline at a faster pace than previously anticipated for several reasons. First, there 
are cyclical factors at play. Sluggish economic activity, the related slower employment 
growth, and weaker terms of trade will restrain income gains, putting downward 
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Technical Box 2 
The Canadian Housing Sector (cont'd) 


pressure on demand. Second, tighter credit conditions, together with some loss of 
confidence due to a heightened level of uncertainty, are also expected to lower the 
demand and supply for housing over the next year. Finally, renovation activity, 
which accounted for most of the growth in residential investment over the past 
three years, is expected to moderate, as it is also affected by softening house prices. 
Taken together, these developments are now projected to result in a more rapid 
return of residential construction activity to demographic requirements than previ- 
ously expected. 

The cyclical decline in housing demand, combined with the recent increases in 
supply (illustrated by the recent pickup in listings and newly completed but unoc- 
cupied dwellings), is expected to lead to modest price declines in most regions of 
the country, with larger decreases anticipated in markets that previously experi- 
enced the largest run-up in prices (Chart B). As indicated in previous Monetary Pol- 
icy Reports, rising house prices have been an important contributor to real 
household spending, including renovation activity (through home-equity borrow- 
ing). This support will be substantially diminished going forward. 


Chart B 
Housing Market Indicators 


Level Number of units 
2.2 20,000 


2.0 18,000 


1.8 16,000 


Listings-to-sales 
(left scale) 14,000 


12,000 
Newly completed but 
unoccupied dwellings 
(right scale) 10,000 
8,000 
2001 2002 2003 2004 2005 2006 2007 2008 


Sources: Canadian Real Estate Association and Canada Mortgage and 
Housing Corporation 
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Core inflation is projected 
to decline in 2009, before 
returning to 2 per cent 

by the end of 2010. 


Total CPI inflation is 
expected to fall below 

1 per cent in mid-2009 and 
return to the 2 per cent 
target by the end of 2010. 
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The Projection for Inflation 


Core CPI is projected to edge up to 1.8 per cent in the fourth quarter 
of 2008, as the impact of earlier reductions in automobile prices dimin- 
ishes and more than offsets the slight downward pressure exerted by 
excess supply in the economy (Table 3). However, modest reductions in 
housing prices and a widening output gap should cause the core rate to 
ease in 2009, reaching a low of 1.5 per cent. As the amount of excess sup- 
ply diminishes, and with some upward pressure from increases in 
import costs, the core rate is expected to move up to 2 per cent by the 
end of 2010. 

The projection for the 12-month rate of increase in the total CPI 
is lower than that in the last Update, owing mainly to the lower 
assumed prices for crude oil. Total CPI inflation is projected to fall 
below 1 per cent in mid-2009. With inflation expectations well 
anchored and aggregate demand and supply returning to balance, 
total inflation is expected to return to the 2 per cent target by the 
end of 2010. 


Table 3 Summary of the Base-Case Projection? 


Real GDP 


2009 


: 


2010 


(quarter-over-quarter percentage 
change)? 


Real GDP 
(year-over-year percentage change) 


Core inflation 
(year-over-year percentage change) 


Total CPI : OS 3:4 
(year-over-year percentage change) | (1.8) | (2.2) | (3.8) 


Total CPI 

(excluding the effect of changes 

in indirect taxes) 

(year-over-year percentage change) 


98 124 abe) 82 82 


(98) | (124) | (141) | (142) | (148) | (142) | (141) 


a. Numbers in parentheses are from the July Monetary Policy Report Update. 

b. For half and full years, the number reported is the average of the respective quarter-to-quarter 
percentage growth at annual rates. 

c. Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average 
of futures contracts over the two weeks ending 17 October 2008. 


Risks to the Projection 


The Bank judges that the risks are roughly balanced around its 
revised base-case projection for inflation in Canada—a base case 
that now incorporates the recent intensification of the global financial 
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crisis, a mild global recession, and the measures that have been tak- 
en to resolve the crisis. The evolution of the financial crisis, its im- 
pact on the global economy, and the timing of the effect of the 
various extraordinary measures being taken to address it pose sig- 
nificant risks to the projection on both the upside and the downside. 

On the downside, although the extraordinary initiatives being 
undertaken to provide liquidity, recapitalize banks, and restore credit 
flows will improve the functioning of markets and the amount of credit 
extension, there is the risk that this process could take longer than 
assumed in the base-case projection. Furthermore, the interplay 
between tighter credit conditions and slowing economic activity could 
be even more severe than assumed, depressing the outlook for global 
growth, the level of commodity prices, and prospects for Canadian eco- 
nomic growth, thereby reducing inflation pressures. On the upside, the 
improvement in financial conditions could be more rapid than assumed 
in the base-case projection. This, together with the boost to business and 
consumer confidence that such a resolution would likely engender, rep- 
resents an upside risk to the projection for Canadian growth and inflation. 

In addition to this principal area of risk, there are several other 
upside and downside risks to the projection for inflation in Canada. 

Global inflationary pressures continue to pose some upside risk. 
Although commodity prices have declined and global aggregate 
demand is weakening, there are still indications of underlying inflation 
pressures in emerging-market economies that could spill over to Can- 
ada through higher-than-projected import prices. Second, while poten- 
tial growth has been marked down in the base case, productivity could 
continue to disappoint, further reducing growth in potential output and 
increasing inflationary pressures. Third, business investment could pick 
up more than projected, given expressed intentions and the ability of 
many firms to finance from internal sources. 

On the downside, as consumer spending slows, retailers could 
increase discounting, given the high profit margins that currently 
exist. This would put more downward pressure on inflation in 
Canada. There could also be additional downward pressure on 
inflation from housing prices, particularly in areas where there has 
been a very sharp run-up in prices. 


The Bank of Canada’s Monetary Policy Report is published semi- 
annually in April and October. Regular Updates are published in 
July and January. Copies of the full Report, the Summary, and the 
Update may be obtained by contacting Publications Distribution, 
Communications Department, Bank of Canada, Ottawa, Ontario, 
Canada K1A 0G9. 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; 
email: publications@bankofcanada.ca 
website: www.bankofcanada.ca 
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Publications 


Monetary Policy Report and Updates 


A detailed summary of the Bank’s policies and strategies, 
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October; Updates published in January and July. Without charge. 
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Financial System Review 
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Bank of Canada Review 
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Monetary Policy Report 


Summary 


October 2008 


This is a summary of the Monetary Policy Report of the Governing Council of the Bank of Canada. 


The Report is based on information received up to the fixed announcement date on 21 October 2008. 


Overview 


Three major interrelated global devel- 
opments are having a profound impact on 
the Canadian economy and making the 
outlook more uncertain than it was at the 
time of the July Monetary Policy Report 
Update. First and foremost, the intensifica- 
tion of the global financial crisis in recent 
weeks has been reflected in severe strains 
in global money and credit markets and 
sharp falls and extreme volatility in glo- 
bal equity markets. The associated need 
for the global banking sector to continue 
to reduce leverage will restrain growth 
for some time. Second, there is growing 
evidence that the global economy is head- 
ing into a mild recession, led by a US. 
economy that is already in recession and 
expected to pick up only modestly 
through 2009. Third, there have been 
sharp declines in the prices of many com- 
modities since the July Update. These 
developments have reduced inflationary 
pressures globally. 

In response to the global financial cri- 
sis, policy-makers in major economies 
have taken several extraordinary actions 
to provide liquidity to markets, recapital- 
ize their banking sectors, and restore 
credit flows. In line with the G7 Plan of 
Action, these initiatives have reduced the 
risk of a significantly worse outcome for 
the global financial system, and Canada’s 


Highlights 


Tighter credit conditions, weaker external 
demand, and sharply weaker commodity 
prices have lowered the outlook for Canadian 
growth and inflation. 


Growth in Canada will be sluggish through 
the first quarter of next year, then pick up over 
the rest of 2009 and accelerate to above- 
potential growth in 2010. 


Total CPI inflation is projected to fall below 

1 per cent in mid-2009 before rising to 2 per 
cent by the end of 2010. Core inflation will 
remain below 2 per cent until the end of 2010. 


Policy-makers in major countries have taken 
bold actions to address the financial crisis and 
its effects on the economy. Canada’s economy 
and strong financial system will benefit 
directly from these actions. 


The policy rate has been lowered by a total of 
75 basis points this month, 225 basis points 
since the beginning of December 2007. Some 
further monetary stimulus will likely be 
required to achieve the 2 per cent inflation 
target over the medium term. 


The risks around the revised base-case 
projection for inflation are judged to be 
roughly balanced, but the outlook is subject 
to greater uncertainty than usual. 
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economy and strong financial system will 
benefit directly. Nonetheless, the delever- 
aging of the global financial system will 
take some time to complete, and will 
involve a larger and more persistent 
tightening of credit conditions than was 
assumed in July. 

Given these developments, the projec- 
tion for the Canadian economy has been 
revised down considerably for 2008 and 
2009. However, uncertainty around the 
Bank’s base-case projection for growth 
and inflation in Canada is much greater 
than normal, given the unsettled condi- 
tions in global financial markets and the 
rapid deceleration of global growth. The 
weaker outlook for global demand will 
increase the drag on the Canadian econ- 
omy coming from exports. Lower com- 
modity prices will also dampen the 
outlook, working through a deterioration 
in Canada’s terms of trade to moderate 
domestic demand growth. The marked 
tightening in Canadian credit conditions 
in recent weeks will restrain business and 
housing investment. As a result, eco- 
nomic activity in Canada is projected to 
remain sluggish through the first quarter 
of next year, then to pick up over the rest 
of 2009 and to accelerate to above-poten- 
tial growth in 2010, supported by improv- 
ing credit conditions, the lagged effects of 
monetary policy actions, and stronger 
global growth. The recent sizeable depre- 
ciation of the Canadian dollar will also 
provide an important offset to the effects 
of weaker global demand and lower com- 
modity prices. Overall, the Bank projects 
average annual growth in real GDP of 
0.6 per cent in 2008 and 2009, rising to 
3.4 per cent in 2010. 

The growth of potential output has 
been slower than previously anticipated, 
owing to anemic productivity growth that 
has been only partially offset by a larger- 
than-expected increase in the supply of 
labour. The Bank has lowered its estimate 
for the growth of potential output to 
2.3 per cent in 2008, and assumes a grad- 
ual rise to 2.5 per cent by 2010. 


Real Gross Domestic Product for Canada* 


Quarter-over-quarter 
percentage change, 
at annual rates 


Year-over-year 
percentage 
change 
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* The broken line and bars indicate the base-case projection. 


The Canadian economy is judged to 
have moved into slight excess supply in 
the third quarter of 2008. This excess sup- 
ply is expected to build through to the 
end of 2009, and is not projected to be 
fully eliminated until the start of 2011. 
With growing slack in the economy, and a 
lower assumed path for commodity 
prices, inflation pressures in Canada are 
projected to ease significantly relative to 
the July Update. Core inflation is projected 
to remain below 2 per cent until the end 
of 2010. Assuming oil prices in a range of 
US$81 to US$88 per barrel, consistent 
with recent futures prices, total CPI infla- 
tion should peak in the third quarter of 
2008, and is projected to fall below 1 per 
cent in mid-2009 before returning to the 
2 per cent target by the end of 2010. 

In light of diminished inflationary 
pressures, the Bank of Canada lowered its 
policy interest rate by 50 basis points on 
8 October, acting in concert with other 
major central banks. This extraordinary 
action, together with a 25-basis-point 
reduction on 21 October, brings the 
cumulative reduction in the target for the 
overnight rate to 75 basis points since the 
Bank’s last fixed announcement date. 
These actions provide timely and signifi- 
cant support to the Canadian economy. 
The cumulative reduction in the Bank’s 
policy rate since the beginning of 


2010 
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Consumer Price Index 
Year-over-year percentage change 


1999 


Total CPI excluding 
the effect of changes 
in indirect taxes 


2000 2001 2002 2003 2004 2005 2006 2007 2008 


* CPI excluding eight of the most volatile components and the 
effect of changes in indirect taxes on the remaining components 


December 2007 is now 225 basis points. 
In line with the new outlook, some fur- 
ther monetary stimulus will likely be 
required to achieve the 2 per cent infla- 
tion target over the medium term. 

The Bank judges that the risks are 
roughly balanced around its revised base- 
case projection for inflation in Canada—a 
base case that now incorporates the recent 
intensification of the global financial crisis, a 
mild global recession, and the measures 
that have been taken to resolve the crisis. 
The evolution of the financial crisis, its 
impact on the global economy, and the 
timing of the effect of the various extraor- 
dinary measures being taken to address it 
pose significant risks to the inflation pro- 
jection on both the upside and the down- 
side. 


Recent Developments 


The global economy is entering into a 
mild recession, owing largely to tighter 
credit conditions related to ongoing disloca- 
tions in global financial markets and the 
lagged effect of past increases in commodity 
prices. The slowdown which originated in 
the United States is now being felt across 


industrial countries and, to a lesser extent, 
in emerging markets. While U.S. economic 
growth was stronger than expected in the 
first half of the year, more recently the econ- 
omy has decelerated much more rapidly 
than expected, and is now judged to be in re- 
cession. The slowing global growth has led 
to asharp decline in the prices of many com- 
modities, especially energy products, and 
these prices remain volatile. 

Canadian economic growth has slowed 
abruptly this year as export volumes fell 
and final domestic demand decelerated 
noticeably. Spending related to pent-up 
demand for houses and some durables ap- 
pears to have been largely completed. The 
level of real GDP declined over the first half 
of 2008, and available data suggest that real 
GDP grew at an annual rate of 0.8 per cent in 
the third quarter. 

Indicators of capacity pressures are 
mixed. Overall, the Governing Council 
judges that the economy moved into slight 
excess supply in the third quarter of 2008. 

The core rate of inflation edged up to 
1.7 per cent in August, due mainly to the ef- 
fect of higher food prices. Total inflation 
rose to 3.5 per cent in August, reflecting the 
additional impact of higher crude oil prices. 
The Bank judges that inflation expectations 
over the policy horizon are well anchored 
on the 2 per cent inflation target. 


Financial Developments 


The global financial turmoil that began 
in the summer of 2007 has become the deep- 
est, broadest, and most persistent financial 
crisis in decades. Liquidity has contracted 
sharply as risk aversion has risen abruptly, 
and credit spreads have reached unprece- 
dented levels. The growing difficulty of 
raising capital and credit, the increased cost 
of borrowing, and the related effects 
on confidence are all contributing to the 
global economic slowdown. In response, 
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governments and central banks in major 
countries have taken extraordinary steps to 
stabilize the financial system and limit fur- 
ther negative feedback into the real econo- 
my. The G7 Plan of Action, announced on 
10 October, provides an important founda- 
tion for stabilizing markets and restoring 
credit flows. 

Despite the healthy position of Canadi- 
an financial institutions, the global financial 
crisis has led to a substantial tightening of 
credit conditions in Canada. Borrowing 
spreads for financial and non-financial 
firms have risen sharply since the July Up- 
date, and access to credit has become severe- 
ly impaired. Borrowing spreads are also 
higher for households, but there is little in- 
dication so far that non-price conditions are 
being tightened. Growth in household cred- 
it is expected to moderate as housing prices 
decline modestly and real income growth 
decelerates. 

The Canadian dollar has depreciated 
sharply in recent weeks, reflecting a sub- 
stantial pullback in commodity prices, the 
weaker outlook for the Canadian economy, 
and portfolio adjustments resulting from 
financial dislocations. 


Prospects for Growth and 
Inflation 


The Bank’s base-case projection for 
Canadian growth and inflation assumes 
that the Canadian dollar will average 
85 cents U.S., close to its current level, that 
energy prices will evolve in a manner con- 
sistent with recent prices in futures markets, 
that the G7 Plan of Action will stabilize glo- 
bal financial markets, and that credit condi- 
tions in Canada will gradually improve 
over time. The global economy is projected 
to grow by less than 3 per cent in 2009—a 
pace that most economists would term re- 
cessionary—owing largely to tighter credit 
conditions that are more persistent and 


Summary of the Base-Case Projection 
2008 2009 2010 


Real GDP -0. E : -0. 4 
(quarter-over- 

quarter percent- 

age change)? 


Zee 4.4 


Real GDP 

(year-over-year 

percentage 

change) » s (0.6) | (0.9) (1.9) 


Core inflation 

(year-over-year 

percentage 

change) : é (1.5) | (1.8) § (1.9) 


Total CPI 
(year-over-year 
percentage 
change) 


a. Numbers in parentheses are from the July Monetary Policy Report 
Update. 

b. For half and full years, the number reported is the average of the 
respective quarter-to-quarter percentage growth at annual rates. 

c. Assumption for the price of West Texas Intermediate crude oil (US$ 
per barrel), based on an average of futures contracts over the two 
weeks ending 17 October 2008. 


more pervasive across countries than as- 
sumed earlier this year. The weaker outlook 
for global growth means that the assumed 
path for commodity prices is also lower 
than before. 

These global developments have weak- 
ened the near-term outlook for the Canadi- 
an economy. As a result, the Bank’s base- 
case projection for the Canadian economy is 
considerably lower in the second half of 
2008 and through 2009 than the projection in 
the July Update. On an average annual basis, 
the economy is projected to grow by 0.6 per 
cent in both 2008 and 2009, and by 3.4 per 
cent in 2010. Export volumes are projected 
to fall further, but with imports expected to 
grow more slowly, the drag from net ex- 
ports will be smaller than projected in July. 
Growth in final domestic demand is expected 
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to be subdued until late 2009, reflecting low- 
er projected real income growth related to 
the recent reversal in commodity prices and 
the slowdown in housing investment. Busi- 
ness investment is also expected to decrease 
on account of slowing global growth, tight 
credit conditions, and a high level of uncer- 
tainty. 

Below-potential growth will result in in- 
creased excess supply in the economy 
through 2009. But with a return to more nor- 
mal financial conditions and with the stimu- 
lus provided by accommodative monetary 
policy, business and household spending 
should strengthen further in 2010. Exports 
are also expected to increase in 2010 as the 
U.S. economy recovers. Economic slack is 
projected to start being absorbed in 2010, 
such that the economy returns to full capac- 
ity early in 2011. 

Despite the earlier reductions in auto- 
mobile prices falling out of the year-over- 
year calculations, there will be downward 


pressure on core inflation coming from the 
presence of excess supply in the economy 
and modest reductions in housing prices. 
Accordingly, core inflation is projected to 
decline from 1.8 per cent in the fourth quar- 
ter of this year to 1.5 per cent in mid-2009. 
As excess supply diminishes, and with 
some upward pressure expected from im- 
port prices, core inflation should return to 
2 per cent by the end of 2010. 

The outlook for total CPI inflation has 
been lowered, largely reflecting the decline 
in energy prices. With the price of crude oil 
assumed to follow the path indicated by re- 
cent futures prices, total inflation is project- 
ed to fall below 1 per cent in mid-2009. With 
inflation expectations well anchored and 
with aggregate supply and demand return- 
ing to balance, total inflation is expected to 
return to the 2 per cent target towards the 
end of 2010. 


The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
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Business Outlook Survey 
and Senior Loan Officer Survey 


Published quarterly. Without charge. 


Financial System Review 

Brings together the Bank’s research, analyses, and judgments 
on various issues and developments concerning the financial 
system. Published semi-annually. Without charge. 

Bank of Canada Review 

A quarterly publication that contains economic commentary 
and feature articles. By subscription. 

Bank of Canada Banking and Financial Statistics 
A comprehensive package of Canadian data. Published monthly 
on the Bank’s website. 

Weekly Financial Statistics 


A 20-page package of banking and money market statistics. 
Published weekly on the Bank’s website. 


For information about these and other 
publications, contact: 


Publications Distribution, 
234 Wellington Street, Ottawa, KIA O0G9 


Telephone: 613 782-8248 

Toll free in North America: 1 877 782-8248 
Fax: 613 782-8874 

Email: publications@bankofcanada.ca 


Internet 


http://Awww.bankofcanada.ca 

Provides timely access to press releases, 

speeches by the Governor, most of our major publications, 
and current financial data. 


Public Information 


For general information on the role and functions of the Bank, 
contact our Public Information Office. 


Telephone: 1 800 303-1282 
Fax: 613 782-7713 
Email: info@bankofcanada.ca 


For information on unclaimed balances: 


Telephone: 1 888 891-6398 
Fax: 613 782-7802 
Email ucbalances@bankofcanada.ca 
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